A COMMERCE CLEARING HOUSE PUBLICATION 


The Treasury's Bargain Counter: Contributions 
By Alfred P. Koch 


To Be Taxed as a Corporation 
By John T. McNaughton 


Tax Court or THe Unrrep STares 
Allin H. Pierce, of Illinots, to be judge of 
the Tax Court of the United States for the 
unexpired term of 12 years from June 2, 1948, 





Coming — Next month we have two inter- 
esting articles dealing with tax problems 
arising out of the use of natural resources. 
Familiar to the readers of this magazine are 
the names of Oliver W. Hammonds and 
George E. Ray, and, being from Texas, oil 
is their specialty. The subject of their 
article is ‘‘The Current Income Tax Status 
of Oil Payments.’’ The other natural re- 
source is timber, and we have gone to the 
heart of the big forests for James Rosenman 
Rowen's ‘Taxation of Income from Timber 
Properties.” 


Now, from the West Coast to the East 
Coast, we take up the tax story of four 
hurricanes with ladylike names but unlady- 
like disregard for property. James H. Felt's 
article discusses the ‘Tax Effects of Hurri- 
cane Losses.”’ 


Other articles scheduled are J. B. C. 
Woods’ ‘Taxation of Extraordinary In- 
come’ and Richard M. Orin's ‘Alimony 
Payments Under the Internal Revenue Code 
—Periodic or Installment.’ 


Tus magazine is published 
to promote sound thought in 
economic, legal and account 
ing principles relating to all 
federal and state taxation 
ro this end it contains signed 
articles on tax subject of 
current interest reports on 
pending state tax legislatior 
interpretations of tax laws 
and other tax information 


The editorial policy to 
allow frank discussion of tax 
issues On this basis contri 
butions are invited Respon 
ibility is not assumed for the 
contents of the articles or for 
the opinions expressed there 
in. Editor, Henry L. Stewart 
Washington HEditor Lyman 
L. Long: Business Manager 
George J. Zahringer; Circula 
tion Manager, M. S. Hixson 
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Administrative... 


oy ie [EF SUPREME COURT has settled a con- 


flict between the Second and Fifth Circuits over the abatement of 
a deceased serviceman’s income. The law provides that the 
income taxes of a member of the armed forces who died while we 
were at war should be abated “with respect to the taxable year 
in which falls the date of his death.” The Commissioner got a 
decision favorable to his contention in the Fifth Circuit.—Allen 
v. Bickerstaff, 52-2 ustc { 9561. The Commissioner’s contention 
is that since the decedent and his estate are separate entities, 
taxes are forgiven for the period up to the date of the service 
man’s death. 

In the Second Circuit case, Lupia v. Marcelle, the decedent 
serviceman was a member of a partnership. The partnership 
distributed profits after the serviceman’s death, but within the 
taxable year in which fell the date of his death. The Commis 
sioner sought to tax the profits to the estate of the serviceman. 
The Supreme Court held that the tax on this income should be 
abated because the tax would have fallen upon the decedent if he 
had survived.—55-1 ustc {| 49,097 


On THE OUESTIK IN of privilege between 
an attorney and client, read Chapman v. Goodman, 55-1 ustc 
9249. Under a district court order, the attorney must produce 
records for the agent and if “any question is asked of . . . [the 
attorney] which calls for an answer which . . . [the attorney] 
deems to violate the confidential relationship of attorney and 
chent, the attorney may refuse to answer such question, upon 
those grounds, and the matter may be, at... [the govern 
ment’s| discretion thereafter, referred to this Court for determina 
tion of the propriety of . . . [the attorney’s] refusal to answer.” 
\t no time in these various proceedings did the attorney’s client 
(the taxpayer) intervene. Some side lights by the Ninth Circuit 
Regarding allegations by the attorney as to the government offi 
cials’ actions, “If true, some of the accounts are shocking but 
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naceced a recnalutionn making a oift of 75 000 to the nresident and 


oie gee 





Interpretations 





pees 


legally irrelevant [that is, in this proceeding] . . pat- 


ently logic and emotion have wedded and produced too many 
words.” 


A TAXPAYER moved from Indiana to New 
York City to accept new employment, but he could not deduct 
that part of the moving expense which was not reimbursed by 
the employer.—Byers, CCH Dec. 20,882(M), 14 TCM 153 


' 
STOCK for key employees was sold to them 
for noninterest-bearing notes. Dividends were credited against 


the notes. Upon termination of employment, the corporation 


could repurchase the stock at its then book value. Hence, the 
difference between the book value at the time of repurchase and 
the book value at the time of sale to the employee was compensa 
tion and deductible.—National Clothing Company, CCH Dec 
20,886, 23 TC —, No. 118 


A BLOCK of 531 shares of a closely held 
corporation was subject to evaluation in an estate for state in 
heritance tax purposes. The book value was $986.42 per share 
The executrix claimed $600 per share value for the stock and 
this was the value placed upon the stock by the Internal Revenue 
Service. The Division of Taxation discounted the book value 
to $813.54 per share and the state supreme court upheld this 
procedure, stating: “The Federal finding is merely another 
expression of expert opinion and the state bureau is not obliged 
to give it greater weight than other expert opinion ‘ 
Tracy, Exrx., Nevins, Sr. v. Alexander, CCH INHERITANCE, F 
AND Girt Tax Reports § 18,322 


STATI 


ry 
| WO FRIENDS formed a corporation (one 
owned two thirds of the stock and became the president; the 
other owned one third of the stock and took the vice presidency 
They gave to this new corporation a small established business 


which they had owned jointly. The two transferred about 40 


per cent of their stock in the new corporation to 


a trustee, who 
was to sell the stock to raise working capital for the new organi 
zation. Some years later they quitclaimed all their 


rights 1n 
this stock for the benefit of thei 


corporation. The busines 
prospered greatly. In view of these acts and their service to the 


new corporation, the directors, in an expression of gratitude 
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passed a resolution making a gift of $25,000 to the president and 
$12,500 to the vice president. The stockholders ratified this 
action of the board. The corporation did not deduct these 
payments on its tax return. 


Now, how will the Commissioner look at this gift? 


Payments where services have been rendered are presumably 
compensation, and so he probably will hold when he sees that: 
The donees were large stockholders—officers and directors; the 
payments were in proportion to their stockholdings; and they 
had unquestionably placed the corporation in their debt by giving 
it assets and cash without adequate compensation. See Wallace 
v. Commissioner, 55-1 ustc § 9260 (CA-5). 


Cost of developing orchards, farms and 
ranches, prior to their reaching a productive state, are capital 
expenditures. Some confusion of this section of the regulations 
has occurred because of I. T. 1610 and Mim, 6030. To get the 
record straight, see Thompson and Folger Company, CCH Dec. 
18,598, 17 TC 722, and McBride, CCH Dec. 20,877, 23 TC —, No. 
113. The proposition that I. T.’s and Mims. and other office 
rulings do not have the stature of a regulation is well established. 
A departmental rule has no binding or legal effect and may be 
changed or ignored, either prospectively or retroactively. 


Wi [ERE facts are important: The individual 
taxpayer was not in the business of lending money, so a bad debt 
loss was deductible by him as a nonbusiness bad debt.—Smith, 
CCH Dec. 20,874(M), 14 TCM 146... . An individual taxpayer 
(president of a corporation) bought a farm with the intent of rais 
ing and selling cattle at a profit, so his net operating loss was 
fully deductible.—Anderson, CCH Dec. 20,879(M), 14 TCM 148. 


ry. 

l HE VALUE of the interest in property which 
is established by the right of a decedent’s estate to receive pay 
ment for legal services performed by the decedent, an attorney, 
on a contingent-fee basis, is includable in his gross estate for 
federal estate tax purposes. Because the contrary opinion in the 
Crail case (CCH Dec. 12,579-E, BTA memo. op.) is not consid 
ered to be a proper interpretation of the law on the subject, the 
Internal Revenue Service will not follow that particular case in 


the disposition of other cases involving the same issue.—-Rev 


Rul. 55-123 
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New Tax Court Judge... 
Tax Rate Extension Act... 


Repeal of Sections 452 and 462? 


Washington Tax Talk 





The Tax Court 


On February 25 the Senate confirmed the 
appointment of Allin H. Pierce as a member 
Court First admitted to the 
bar in Illinois in 1923, Judge Pierce is also 
a member of the New York bar. He has 
practiced law in Chicago since 1923 except 
for the years he served with the Office of 
General Counsel, Bureau of 
nue, Washington, D. C 
when he was associated 


New York City 


While he was with the 


of the Tax 


Internal Reve 
, and for the period 
vith law firms in 


government, Judge 


Pierce briefed and argued Helvering 7 
Gregory before the Second Circuit and ob 
tained a reversal of the Tax Court’s decision 
As a trial attorney for the government, he 


presented much of the evidence in Estate of 
Henry E. Huntington v. Commissioner; the 
hearing in this case lasted for 


more than a 


year and is believed to be the longest hear 


ing had by the Tax Court 


The Congress 
The 1954 Code 


was certainly not the law 


to end all tax laws \ stiff fight has been 
going on all this month on the Tax Rate 
Extension Act of 1955 (H. R. 4259). Certain 
excise tax rates and the corporation tax 
rates are scheduled for an automatic reduc 


April 1. The President has requested 


that this automatic reduction not take pla 


4 bill was introduced to provide for the 
extension of the present rates, thus retain 
ing about $2.5 billion in revenue. Since this 
bill extending the present rates is a part of 
President Eisenhower’s program, he neces 
sarily is committed to sign it. Seizing upon 
tl pportunity, the House attached a rider 


a $20-per-exemption tax 


individual a tax reduction 





venue to come 
se and corpo 


nt 1s inter 


ested in revenue, not in providing tax bene 
fit for any particular group of taxpayers. 

Some hoped that a final bill providing for 
somewhat less individual tax reduction and 
at the same time allowing for the production 
of needed revenue would get the President's 
signature. As events turned out, he 
rescued from this anomalous position. 

The Senate Finance Committee on March 


was 


1 struck out the provision in H. R. 4259 
which would reduce the individual taxes. 
At this juncture, the AFL came out 


strongly in favor of immediate tax relief 
for the individual, claiming that such relief 
is badly needed to stimulate the 


and cut the high level of 


The CIO is giving support to the bill 
proposing the $20-per-exemption tax cut. 
The CIO sees the bill as one which would 
mean that a worker with two 
children would pay no income tax until he 
earned more than $3,000 a year. 


economy 
unemployment. 


married 


Democratic leadership in the Senate set 
up a program which would, according to 
Senator Lyndon Johnson, do the following: 


(1) Cut the income tax payments in 1956 
of every low-income earner in the United 
States. This would be done by giving the 
head of a household a $20 deduction, plus 
$10 for each dependent other than a spouse 
lo claim this exemption, a taxpayer would 
waive the split-income provision for a joint 
return. In effect, this means the $20-$10 cut 
would be used by 
$5,000-a-year incomes 


persons with less 


than 
(2) Strip from large earners and corpo 
rations the tax relief granted last year by 
and repeal the depreciation pro 
visions in the 1954 bill and the dividend tax 
relief granted 


Congress, 


(3) Continue the excise and corporation 
taxes to July 1, 1957 

Then on March 15, the Senate passed 
H. R. 4259 (the original bill) as reported 


out of the Senate Finance Committee, which 
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United Press Photo 


Senators Harry Byrd of Virginia (left), chairman of the Senate Finance 
Committee, and Alben Barkley of Kentucky leave the hearing 
on March 1 after the committee voted nine to six 


against the Democratic-sponsored $20-a-person income tax cut. 


iat only the extension of present 
on income tax rates 

remain in the bill Lhe 
stitute bill was 


joint cK 


and excise tax 
Johnson sub 
rejected The bill is in a 
mierence a we go to press \s 
ceptance of the likely 


moment 


senate ersion 18 


Let’s leave this 


and 


subject for the 


take up another unexpected develop 


ment vhich has aroused a 


consid rable 
storm ot 


It ha 


protest in tax and business circles 
some hastily called 
Ways and Means Committee 
t is likely to 


Congress than the 


forced hearings 


Politi 
bring about a bigger 
lax Rate Ex 
bill, and it is likely to leave 
the Admunistration’s « 


hield 


SoOm€ 


nhdencee 


ver made the that there 


and taxes would, 


Statement 


certain but death 


happenings, certainly have to 


words as tar as taxes are con 


cerned Chis is well illustrated by Secretary 
Humphrey's 
repe al ot 
( ode 


in the 


recent statement 
452 and 462 of the new 
When those sections first appeared 


Code last 


advocating 
Sections 


September, most well- 
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intentioned firms sought to act upon them 


that the 
vision of the tax law we 


and have acted, believing highly 


touted re¢ uuld assure 


and stability Now 


learn that the ireasury 


some certainty they 


seeks the retroactive 


repeal of those provisions concerning de 


ferred income and reserves for estimated 


Che following is the full text of 
Humphrey’s letter to Chai 


Cooper of the House Ways 


expenses 


secretary rman 


and Means 
Commiuttec 

“This lette: 
ration of the t 
provisions covering deter: 


supplements my 
concerning the ope 
accounting 
come and reserves for estimated 
Sections 452 and 462 of the 


Code of Our 


‘ x pel 
Internal 
studies nov 


1954 


ceeded tar enough to 


indicate 


many taxpayers are planning 


provisions to deter income 
ductions 
at the 

“The 
to contorm tax 


be okkee ping 


innumerable 


in excess Ot any 
proposed 
objective ot these 


time they wers 


sections was simply 
bookkeepi <4 


They never were 


with business 
intended to 
cove! 


items some taxpayers 
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apparently intend to claim. If permitted to 
remain in the law, they will cause a greater 
loss in revenue than 
considerable litigation. 


adequately 


estimated and cause 
We are not able to 
correct this by regulation. Ac- 
cordingly, | recommend that the two pro 
visions cited above immediately be repealed 
retroactively to their original effective dates. 

“Our and recommendations on vari- 


the 1954 


report 
other 


ous 


technical corrections in 


Code will be ready soon 

Acting with alacrity, on March 8 Con 
gressman Reed introduced a bill which would 
repeal the above sections. 

Many organizations appeared at hearings 
scheduled by the House Ways and Means 
Committee, on March 17 and 18, 1955, relat- 
ing to Sections 452 and 462 of the Internal 
Revenue Code. 

Mr. Paul D. Seghers, New York attorney 
and chairman of the Committee on Federal 
Tax Legislation, Federal Tax Forum, Inc., 
on March 17, opposed the outright repeal 
of the sections and offered workable sugges- 
tions for amending the sections. His state 
ment follows in full: 


These provisions have to do only with 
determining in which year certain taxable 
income is to be reported and certain allow 
able deductions are to be taken. They do 
not allow the double deduction of any expense, 
nor do they allow the deduction of any item 
would not be deductible 
without regard to these provisions 


of expense which 


Our purpose is three-fold: 


(1) To assist in finding ways to eliminate 
the grounds for all valid criticisms of these 
provisions in their present form; 

(2) To our 
should be amended but 


express conviction that they 
not abandoned and 
repealed; and 
(3) To some of the 
criticisms leveled against them. 


answer unjustified 


First of all 
3 before proceeding to constructive sugges- 


let’s briefly dispose of Point 


tions regarding means of correcting the real 
deficiencies in these provisions 


The charge that these provisions are “loop- 


holes” in the law is patently false. They 
present an open door, with the large sign 
over it—“WELCOME—COME IN!” The 


door has been opened; taxpayers have walked 
they have the floor pulled 
out from under their feet ? 


in are now to 


A “loophole” is an unintended opening or 
mistake through which the purpose of Con- 
remedial 
intentionally 


thwarted These 


deliberately 


gress may be 


provisions were and 


Washington Tax Talk 


incorporated in the Code by Congress to 
afford taxpayers relief from certain exist 
ing injustices in the tax law 

The purpose ol 


mistakable — to 


these un- 


injustices im 


provisions is 
past 
regard to determination of the year in which 
income-producing deductions are allowable, 
and when to tax income received in advance 
and yet to be earned 


correct 


Che wording of these provisions is clear, 
and their effect fully apparent and readily 
understandable. The two Congressional tax 
committees fully understood them and rec 
ognized their effects, as evidenced by the 
Committee reports the amendments 
adopted during their consideration, 


and 


It is not fair or just to tax the income ot 
any year without affording an opportunity 
to deduct all costs and expenses which pro 
duced that Neither is it just to 
tax income to be earned in the future, with 
out any 


will 


income 


allowance for 
to be 


the expenses which 


borne in order 


have to earn that 


imcome, 


Provisions designed and intended to pre 
vent the continuance of these injustices 
surely are not “loopholes” in the law. Neither 
do they afford “windfalls” to taxpayers who 


obtain the benefit of the righting of past 
wrongs 

No more on this subject need be said 
those who are not unwilling to be con 


the injustice of the attacks 
on these provisions 


vinced, can see 


The important questions remain 
(1) Should the principles 
these provisions be retained? 
(2) What 


o1 det 


embodied in 


should be made in 


the 


changes 
to safeguard revenue? 

The reasons given by representatives of 
business and the legal and accounting pro 
fessions at 


many Congressional hearings, 
which finally resulted in the adoption of 
the present Sections 452 and 462, are valid 


and compelling 


We will not dwell on the advantages ol 
bringing the determination of taxable income 
into harmony with good business and account 


ing practices, in the absence of specific statu 


tory provisions requiring different treatment 
We 


of allowing in 


do, however, wish to stress the justice 
the 
income of the year, 


computation of taxable 
the deduction of all 
costs and expenses to produce that income, 
though, at the end of the year, 
of those expenses have not yet been paid 
(but 


even some 
estimated with 
Similarly, justice re 
quires that income which is yet to be earned 


are capable of being 


reasonable accuracy ) 
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should be taxed only when it is earned and 
the costs and expenses of earning it 
be deducted 


can 


Justice, then, would forbid the denial of 
these rights, which were given Congres- 
sional recognition for the first time in Sec- 


462 and 452 of the 1954 Internal 
Revenue Code 


tions 


Many cases of extreme injustices result- 
ing from past denial of these rights have 


been presented by numerous witnesses on 
this subject. 


These provisions will not prevent collec 
tion of the tax on a single penny of income, 
although they would result in temporary 
hardship to the Treasury, means of allevi- 
ation of which are suggested herein. 


Why is there no “unjust enrichment” or 
“windfall” as a result of the “double deduc- 
tions” which could be taken in 1954 under 
462? Simply because the entire 
is properly allowable under past 
and existing provisions of law—only the de 
termination of the year of deduction is 
affected by the new provisions. 


The the reserve for esti 
mated expenses applicable to the production 
of income taxed in 1954 is properly deduc- 
tible in that year 


Section 
amount 


deduction for 


The estimated expenses existing at the 
beginning of 1954, relating to income of 
should have been deducted 
before 1954, but, under prior law, were not 


deductible prior to their exact determination 
in 1954. 


prior years, 


Is there any injustice in allowing the de- 
duction in 1954 of all expenses of producing 
1954 income, including unpaid expenses which 
can be estimated with reasonable accuracy? 


Is there any injustice in allowing in 1954 
expenses of producing taxable income of 
years, which, under prior law, be 
came deductible only in 1954 and, if not 
allowed in 1954, would never be deductible? 


earlier 


If there is any injustice, it is only in not 


having allowed in 


the earlier years all the 
expenses applicable thereto. 

But 
the deduction of estimated expenses? 
there are many 


you say there is danger in allowing 


Yes, 
dangers in allowing tax 
payers to claim any deductions for expenses 
not already paid in the taxable year. Pos 
sible abuses, and means of combating them, 
are dealt with late Section 462 
already contains provisions, however, under 
which the 


herein, 


Commissioner has the power, in 
his discretion, to deny any 
which he 
Further, if it is 


deduction, or 
finds unreason 
determined that the 


portion the reol, 


able 
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amount of any reserve for such estimated 


expenses is (as of the close of the year) 
excessive, the Commissioner has the power! 
to add that amount back in computing the 
taxable income of that year 


The Commissioner's auditing problems in 


connection with these reserves will (with 
the further safeguards herein suggested) be 
far less difficult than, for example, those 
involved in attempting to unre 


ported income 


discover 


Pursuant to the authority granted him by 
Section 462, the has 


under 


Commissioner 
excellent Regulations 
section. The amendments of Section 462 
suggested herein, plus approval of those 
Regulations (subject to those amendments) 
should largely eliminate litigation and go a 
long way to prevent any abuses 


pre- 


scribed that 


To satisfy the valid objections to certain 
aspects of Section 462, and to lighten its 
impact upon the Treasury, we suggest that 
it be amended: 


(1) To enumerate the specific expenses 
for which reserves may be deducted; 

(2) To require, as a prerequisite for de- 
duction, that all such reserves be recorded 
on the books and shown in the accounting 
statements of the taxpayer; and 


(3) To allow, during the first three years 
the law is in effect, only one-third of the 
additions to reserve to be 


such deducted 


each year 

We believe that the first two amendments 
would correct all the faults found with Sec 
tion 462 other than its immediate effect on 
the revenue. They would largely eliminate 
the grounds for litigation existing in the 
present provisions of Section 462, and, along 
with the approval of existing Regulations, 
would reduce uncertainty as to the effect 


ot these 


provisions and facilitate their 


administration 


Che first of these amendments also would 


immediate reduction in 
cash receipts resulting from Section 462 


greatly lessen the 


It is outside ial com 


petency to make estimates of the Treasury’s 
cash 


the field of our spe¢ 
receipts as a result of different tax 
We are inclined to believe, 
that our 


measures how- 


ever, recommendation for spread- 


ing the loss of tax 
of at least three years, 
of the deduction to 


expenses, 


revenue a period 


restriction 


Over, 
plus the 
only a few specified 


should bring the immediate re 


duction in cash revenue down to reasonable 


proportions 


Such a compromise would, we 


hope, largely meet the revenue needs, while 


(Continued on page 320) 
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The Treasury's Bargain Counter: 


Contributions 


By ALFRED P. KOCH 


yi HE TREASURY, impartial and im- 
personal as it is generally regarded, 
nonetheless has taken cognizance of the 


worthwhileness of charitable contributions, 
as evidenced by its offering a special induce- 
ment for gifts. This inducement takes 
the form of a provision in the Internal Rev- 
enue Code 
may be 


Su¢ h 
whereby the value of the gifts 


used as a reduction of income for 


tax purposes 


Persons should 
1954 provides a 


limitation on charitable contributions 


interested in gift 


that the tax law of 


giving 
note 
higher 
made to colleges and universities, religious 
This new ceil- 
individual’s ad 
increase of 10 


ceiling of 20 pet 


organizations and hospitals 
ing is 30 per cent of an 
justed income,* an 


above the old 


gross 


per cent 


cent However, the old ceiling still applies 
when gifts are made to qualified organiza 
tions other than those mentioned. This 


means that an individual with an adjusted 
$50,000 can 


income ot 


gross deduct up to 
Obvi- 


to give 


$15.000 for a gift to his alma mater 


ously, it does not cost vou a dollar 


your alma mater a dollar 


Since our tax system is based on pro 
taxed at 
cent to a max! 


contribution 


gressive rates, whereby income is 


a minimum rate of 20 per 
mum rate of 91 per 


cent, a 


* Adjusted gross income is a term applied to 
a tax base used in determining the limit of the 
deduction for contributions It may be arrived 
at by deducting from an individual's gross in- 


Contributions 


Little-Known Angles to 
the Business of Gift Giving 
Are Explained 


results in a tax saving at the top rate of 
the bracket in which a taxpayer’s income 
falls. As a result, the greater the income 
ot a taxpayer the greater the bargain price 
of a contribution. Exhibit I shows the 
bargain price or real cost of a $500 con 
tribution at different levels of income. 

We are all conversant with the fact that 
a tax reduction arises from contributions, 
but there are facets to the business of gift 
giving which may not be as_ generally 
known and which will be explained here. 
Of course, there are various intricate, au- 
thorized devices which can be utilized in 
making contributions; for example, the 
transfer or purchase of annuities and life 
insurance policies, distribution of trust in 
come and many others Sut 
involved for this discussion and 
should be adopted only with the counsel of 
a person expert in tax law. 


these devices 
are too 


come almost all items of expense and cost in- 
curred in the process of earning income. Such 
costs and expenses are .commonly referred to 
as business deductions 
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The author, a CPA, is 

associate professor of accounting, 
Lehigh University. ‘Income Taxes 
and Their Impact on the Individual 
Since 1913"’ by Carl L. Moore (whose 
latest article appears at page 258) 
and Professor Koch was published 

in the June, 1954 issue of -TAXES. 


It may be startling to discover that when 
the contribution is in the form of property, 
real or personal, a tax reduction may actu- 
ally exceed the cost of the property con- 
tributed. This paradox results from the 
freasury’s permitting a deduction at the 
fair market value of the property donated 
An illustration of this anomaly follows 





EXHIBIT | 


Real Cost of a $500 Cash Contribution 
Taxable Income * 


Single Married Real Cost of 
Person Person Contribution 
$ 4,000 $ 8,000 $390 

6,900 12,000 370 
8,000 16,000 350 
10,000 20,000 320 
12,000 24,000 310 
14,000 28,000 285 
16,000 32,000 265 
18,000 36,000 250 
20), 000 40,000 235 

22,000 14,000 220 

26,000 52,000 205 

32,000 64,000 190 

38,000 76,000 175 

44,000 88,000 155 

50,000 100,000 140 

60,000 120,000 125 

70,000 140,000 110 

80,000 160,000 95 

90,000 180,000 80 

100,000 200,000 65 

150,000 300,000 55 

200,000 400,000 50 


Over 200,000 Over 400,000 45 

* Taxable income, a new term in the Code, is 
gross income less all allowable deductions. For 
individuals, deductions for personal exemptions 
are classified as allowable deductions. The 
taxable income of individuals, as used in this 
writing, is without the benefit of the optional 
standard deduction If itemized allowable de- 
ductions are less than the standard deduction, 
the real cost will increase. The change in real 
cost will depend on the difference between the 
optional deduction and itemized deductions and 
on the particular level of an individual's income. 
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An unmarried taxpayer has a taxable in 
come of $236,000 for the vear 1954 lf, for 
example, he makes no contributions, his 
income tax liability will be $189,580. On 
the other hand, his tax will be materially 
changed if during the year he contributes 
to a charitable organization 1,500 shares 
of ABC Company stock, which had cost 
him $3 a share. The market value of the 
stock at the time of the contribution was 
$36,000. As a result of the gift, his income 
tax liability amounts to $156,820. The sav 
ing in tax because of the contribu‘ion is 
$32,760 ($189,580 less $156,820), an amount 
which represents $28,260 in excess of the 
cost of the stock contributed 


Suppose that instead of making a con 
tribution of the stock, he realized $36,000 
upon the sale of the stock. His income tax 
liability for 1954 would be $197,455. The 
increase in tax liability resulting from the 
sale of the stock and cash contribution of 
the proceeds is $4,635 in excess of his tax 
liability in the instance in which a contri- 
bution was made of the stock. He would 
be $4,635 richer by contributing the stock 
instead of selling it lo be sure, the fore 
going example is not applicable to the 
majority of taxpayers, as the conditions are 
rather uncommon. Yet, there are many 
such cases on record. 


To avoid any misunderstanding, let us 
hasten to state that it is not only the wealthy 
whose taxes are favorably affected by con- 
tributions of securities. Persons of moder 
ate income, owning stocks or bonds which 
have appreciated in value, may also realize 
a substantial saving by donating these se 
curities. To further illustrate this point 
under a different circumstance, the follow 
ing example is presented 


If, for the year 1954, an unmarried tax 
payer has an income of $24,000 subject to 
tax, the top $2,000 will be taxed at 59 per 
cent If he sells stock that is worth $2,000, 
but which cost him only $500, the gain of 
$1,500 will be taxed at $375. If he gives 
the stock to his alma mater, he will keep 
$1,180 which he would otherwise pay in 
taxes. This would result in tax-free dollars 
of $680 above his cost of $500 


It is possible that this taxpayer may be 
reluctant to contribute the stock because 
of its outstanding dividend record, and 
would prefer to give cash of $2,000 It 
would be beneficial taxwise to contribute 
the stock and repurchase identical securi- 
ties with the $2,000 cash which was ear- 


marked for charity. By so doing, the basis 















































tax effect would be concerning donations 
It is not only the wealthy of securities which decreased in value. 


whose taxes are favorably affected Briefly, securities which decreased in value 


b tributi f ae from the original cost should be sold at 
y contributions of securities. a loss, and the proceeds should be con 


Persons of moderate income, owning tributed in order to take advantage of the 

stocks or bonds which have maximum tax saving 

appreciated in value, may also To illustrate this particular case, let us 
’ 


x ‘ : assume that an unmarried taxpayer has an 
realize a substantial saving by income of $24,000 subject to tax and that he 


donating these securities. owns securities which cost $1,500 and sub- 
sequently decreased in value to $500. If 
for the stock in determining a gain or loss the securities were donated to charity, the 
in the future will be $2,000, instead of $500. tax saving would amount to $295. How- 
[he result is an immediate tax saving of ever, if the stock were sold and the pro 
$1,180 and a tax saving in the future if the ceeds of $500 were used as a contribution 
stock is sold to his alma mater, the tax saving would 
Exhibit II shows the real cost at certain amount to $885, or $590 in excess of the tax 
levels of income and the tax saving at saving resulting from a contribution of the 
certain levels of income ot a contribution securities, 
of securities which appreciated in value Exhibit III shows the tax saving at dif- 
at selected percentages. The amounts shown ferent levels of income resulting from a 
in parentheses represent actual savings in contribution of the proceeds from the sale 
tax after eliminating the $500 cost of the of securities when compared with a con- 
securities tribution of securities which decreased in 
The tax effect of contributing cash and value at selected percentages 
securities at appreciated values was ex Corporations have not been neglected by 
plained above. You may question what the the Treasury, for they, too, may make con- 


EXHIBIT Il 
Real Cost of a Contribution of Securities Purchased at $500 


Real Cost Based on Market Value 
Taxable Income * of Securities at Time of Contribution 
Market Values 
Single Person Married Person $600 $700 $800 $900 $1,000 $1,500 
$ 4,000 $ 8.000 368 346 324 302 280 170 
6,000 12,000 344 318 292 266 240 110 
8,000 16,000 320 290 260 230 200 50 
10,000 20,000 296 262 228 194 160 (10) 
12,000 24,000 272 234 196 158 120 (70) 
14,000 28,000 242 199 156 113 70 (145) 
16,000 32,000 218 171 124 77 30 (205) 
18,000 36,000 200 150 100 50 0 (250) 
20,000 40,000 182 129 76 23 (30) (295) 
22,000 44,000 164 108 52 (4) (60) (340) 
26,000 52.000 146 87 28 (31) (90) (385) 
32 000 64,000 128 4 (58) (120) (430) 
38,000 76,000 110 d (20) (85) (150) (475) 
44.000 88,000 86 (52) (121) (190) (535) 
50,000 100,000 68 (4) (76) (148) (220) (580) 
60,000 120,000 50 (25) (100) (175) (250) (625) 
70,000 140,000 32 (46) (124) (202) (280) (670) 
80,000 160,000 14 (67) (148) (229) (310) (715) 
90,000 180,000 (4) (88) (172) (256) (340) (760) 
100,000 200,000 (22) (109) (196) (283) (370) (805) 
150,000 300,000 (34) (123) (212) (301) (390) (835) 
200,000 400,000 (40) (130) (220) (310) (400) (850) 
Over 200,000 Over 400,000 (46) 137) (228) (319) (410) (865) 
* Before the deduction for contributions 
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Corporations haven't been neglected 
by the Treasury. They, too, may make 
contributions at bargain prices. 


tributions at bargain prices. If a corpora- 
tion has a taxable income in excess of 
$25,000, the bargain price of a dollar gift 
is 48 cents. In effect, the government pays 

other 52 cents. A $50,000 gift will cost 
the corporation only $24,000, and a $100,000 
gift will cost it only $48,000 Moreover, 
if a contribution is in the form of securities 
which have appreciated in value, the bar- 
gain price will be still greater, a benefit 
somewhat akin to that realized by individuals 

he limitation on contributions made by 
corporations remains unchanged under the 
new tax law; that is, the maximum dedu 
tion is limited in any one year to 5 per cent 
of the taxable income before the contribu- 
tion deduction. However, the new law does 
permit corporations to use contributions in 


excess of the 5 per cent limitation as carry 
over deductions for two subsequent years 

But, to shift from the more practical 
aspects of contributions to the more ideal 
istic andl sentimental, it is only natural to 
suppose that you would like to help your 
alma mater. You are fully aware that it is 
the aid of persons such as yourself which 
makes secure the present and future of our 
privately endowed colleges and universities. 
You like the feeling that you are investing 
in something more precious than stocks 
and bonds, that you are providing a better 
educational climate and soil in which em 
bryonic Jeffersons, Edisons and Pasteurs 
may develop. Assuredly, you want to give 
your financial support and give liberally 
Viewed thr ugh the eves of your por ket 
book, your charitabl impulses may receive 
added impetus when it is known that any 
contribution you make will actually cost 
you less than the amount you give away, 
an analgesic supplied by the Treasury 


[The End] 


EXHIBIT Ill 


Tax Saving ' Resulting from a Contribution of the Proceeds from the Sale of Securities 
When Their Market Value Is Below Cost 


Taxable Income’ 


$400 
Single Person Married Person 

$ 4,000 $ 8,000 
6,000 12,000 
8,000 16,000 
10,000 20,000 
12,000 24,000 
14,000 28 000 
16,000 32,000 
18.000 36,000 
20, OOO $0,000 
22,000 44,000 
6 OOO 52,000 
32,000 64,000 
38,000 76,000 
44.000 88,000 
50,000 100,000 
60,000 120,000 
70,000 140,000 
80,000 160,000 
90,000 180,000 
100,000 200,000 
150,000 300,000 

200,000 400,000 90 

Over 200,000 Over 400,000 9] 


Selling Price of Securities Purchased 
at a Cost of $500 


$300 $200 $150 $100 


Tax Saving (nearest dollar) 
66 77 88 
78 9] 104 
60 90 105 120 
68 102 119 136 
76 114 133 152 
R6 129 15] 72 
94 14] 165 188 
100 150 175 200 
106 159 186 212 
112 168 196 224 
118 177 207 236 
124 186 218 248 
130 195 228 260 
138 207 242 276 
144 216 252 288 
150 225 263 300 338 
156 234 273 312 351 
162 243 284 324 365 
168 252 294 336 378 
174, 261 305 348 392 
178 267 312 356 401 
180 270 315 360 405 
182 273 319 364 410 


+Tax saving is limited to 25 per cent of the loss on incomes above the first level if taxpayers 


have long-term capital gains to offset the loss 


? Before the deduction of loss from the sale of securities 
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To Be Taxed as a Corporation 


By JOHN T. McNAUGHTON 
Assistant Professor of Law, 
Harvard University 


of 1954 con- 
that an unincorpo 
elect to be 
taxed as a corporation.’ The law 
luces tax applicable to corporate 
and the taxes payable on dividends.’ 
As a consequence of these changes, certain 
partners and 


K HE Internal Revenue Code 


tains a new provision 


rated business enterprise may 
also re- 
rates 


profits © 


propre tors 
which 
ire ineligible, under 


some of whom 
have and still 
law, to incor 
may now find it profitable to take 
steps to have their enterprises taxed as cor- 
porations. The graph below helps to deter- 
whether these steps should be taken 


wn businesses been 


state 


porate 


TTIITNE 


Che graph contains curves which separate 


le “procorporation” fact combinations from 


i 


he “anticorporation” 


fact combinations 


lhe curves themselves represent the loci of 


Sec 361 All 
Code 

Sec. 11. At the time this article was writ- 
ten, both Houses of Congress had agreed to 
postpone the reduction in the corporate tax rate 
for one year, until April 1, 1956 The bill 
(H. R. 4259) had not, however, been enacted 
into law 

Secs. 34 and 116 

* Sec. 701. 

‘Sec. 11. It is unimportant that the 
income of a partnership includes—and that 
of a corporation excludes—salary and interest 
paid to owners (compare Sec. 703 with Secs. 162- 
163); these items are in either event taxed but 
once, at the individual rate. Thus, for purposes 
of comparing the burdens under the alternative 
methods of taxation, the only relevant profits 
ire those which would be called ‘‘taxable in- 
come" if the enterprise were taxed as a corpora- 
tion 

* Ser. 1 

7 Sec. 116 

* Sec. 61 

* Sec. 34. The dividend credit 
tantarnount to a 4 per cent 


references are to the 1954 


‘taxable 


although it is 
reduction in the 


To Be Taxed as Corporation 


A Mathematical Treatment 
of Tax Probabilities 
Under Code Section 1361 


fact combinations which are “indifferent’— 
that is, fact combinations which result in the 
for the owner whether or 


not the enterprise is taxed as a corporation 


same “take home” 


The theory of the graph 


An enterprise which is not taxed as a 
corporation pays no income tax; its owners 
pay taxes at their individual rates on the 
profits. An enterprise which ts taxed as a 
corporation pays income tax at corporate 
rates on its profits’; its owners pay taxes 
at their individual but $50° 
of the dividends,* and to apply against this 
tax they received a credit equal to 4 per 


cent of taxable dividends.’ 


rates” on all 


Each of the two taxing methods can be 


reduced to a formula (the $50 dividend ex- 
clusion is omitted as insignificant): ” 


individual rate applicable to corporate dividends 
is here treated as a separate item 

” Let P equal the owner's pro-rata share of 
the profits in dollars 

Let uw be the percentage of profits which is 
retained in the business (the owner's pro-rata 
share of such undistributed profits, in dollars, 
would be uP). 

Let c be the average corporate tax rate which 
the enterprise would pay on its profits if it were 
taxed as a corporation (the owner's pro-rata 
share of the corporate tax, in dollars, would be 
cP) 

Let D, or (P uP cP), be ‘“‘dividends’’ 
which would be distributed to the owner if the 
enterprise were taxed as a corporation 

Let i: be the average individual rate which 
the owner, whether or not the enterprise is 
taxed as a corporation, pays on ‘‘dividends’’ 
(D). 

Let i: be the average individual rate which 
an owner pays on the rest of the profits (P — D) 
if the enterprise is not taxed as a corporation 
(note that P D uP +- cP) 
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Table 1—Average Corporate Tax Rate * 


Taxable Income 
Years Y ears 
4 Iverage 

Rate 


Beginning 
Before 4/1/55 


Beginning 
After 3/31/55 


25 : 0-25,000 


26 25,238 
27 27,500 
28 , 28,947 
29 30,556 
32,350 
34,375 
36,667 
39,286 
42,308 
45,833 
50,000 
55,000 
61,111 


x0 0~25,000 
31 25,238 
32 27,500 
33 28,947 
34 30,556 
35 32,350 
36 34,375 
37 36,667 
38 39,286 
* Sec. 11 


With respect 


years beginning after March 31, 1955 


to taxable years beginning before April 1 
applicable to all taxable income is determined at a rate of 30 per cent. 
the ‘“‘normal tax’’ 


Taxable Income 
Years ) ears 
Average 

Rate 


Beginning 
Before 4/1/55 
39 42,308 
4) 45,833 
+} 50,000 
42 55,000 
43 61,111 
44 68,750 
45 78,571 
46 91,667 
47 110,000 
48 137,500 
49 183,333 
50 275,000 
51 550,000 


52 


Beginning 
After 3/31/55 

68,750 
78,571 
91,667 
110,000 
137,500 
* 183,333 
275,000 
550,000 


1955, the ‘‘normal tax 
With respect to taxable 
rate is 25 per cent. The ‘‘surtax’’ rate 


in either event is 22 per cent on all taxable income in excess of $25,000 


> The minimum tax rate with respect to taxable years beginning before April 1, 


30 per cent 
The 
i7 per cent 


maximum tax rate with respect 


After removing the one item (i:D) which 
appears in both formulae, the tax question 
may be stated in terms of the tax incidents 
peculiar to each taxing method. The 
formula follows: ™ 


Is is (P 


new 
18 aS 


D) less (greater) than cP 04D? 


"The formulae and the graph are based on 
the assumptions that (1) income and operating 
expenses of the business will be the same 
whether or not it is taxed as a corporation, 
and (2) being taxed as a corporation will not 
result in ‘‘year-ending’’—that is, any ‘‘divi- 
dends"’ or interest payments to the owners will 
be taxable to them in the same year as would 
be the case if the business were not taxed as 
a corporation 

If one were considering going 
and incorporating, it would be 
assume also (3) that, other than 
there would be no taxes—such as excess profits 
tax or capital stock tax—favoring one type of 
business arrangement over the other. If such 
taxes did exist, however, they could often be 
accounted for by averaging them into the cor- 
porate tax rate for purposes of selecting the 
proper curve on the graph 

Salaries: Owners’ 
as Sec. 1361 
ners, like 


all the way 
necessary to 
income taxes 


salaries will fatten 
elections are made, Active part 
active sole proprietors, often do not 
label as ‘‘salaries’’ the compensation which they 
receive for their efforts. The reason for this 
imprecision is obvious: Profits and ‘‘salaries"’ 
are both taxed at the same (individual) tax rate 
In the case of an enterprise taxed as a corpora 


surely 


To Be Taxed as Corporation 


to taxable years beginning after March 31, 


1955, is 
1955, is 

The 
(P 


full height of the chart represents 
D), the height of the relevant 
i.” horizontal line represents the left, or 
“partnership,” side of the new formula, The 
height of the relevant “c” curve™ at the 
appropriate vertical undivided-profits (“u’’) 
line the right, of 


so 


“ ” 
represents corporation, 


tion, all payments which can properly be called 
salaries will be clearly distinguished from divi 
dends because dividends will, and salaries will 
not, be subjected to ‘‘double taxation."’ 


Interest: Should the partners or proprietor go 
all the way and incorporate, the corporation 
could deduct interest payments on any bonds 
held by stockholders, As a practical matter, 
however, the amount of bonded indebtedness 
may be severely limited by the depreciated basis 
of the interest which the owner exchanged for 
the bonds, and by Service objections to corpora 
tion with the equity ‘‘cut too thin.’’ 


In any event, in estimating profits for pur 
poses of the graph, all salaries and interest 
payments should be deducted which would, in 
fact, be paid if the partnership were taxed as, 
or changed to, a corporation, 

% The formula for the curves on the graph is 
arrived at as follows, beginning with the for- 
mula mentioned in the text 

i(P D) cP 04D 
infeP + uP) cP 04(P 
infec + u) c 04 04c 
1.04¢ 04u 04 
c~- u 


cP 
04u 


uP) 





side of the new formula. Thus, if for any would pay about 45 per cent of its profit, o1 
assumed set of facts the relevant curve in $36,000, in corporate tax. “Dividends” would 
tersects tl relevant vertical line at a point aggregate about $28 OOO 

above the relevant horizontal line, taxes will For each partner, then, 
be higher he enterprise is taxed as a 


P $20,000; « 45 per cent; u 20 


‘The verse is kewise t nai < 
nbtaive likewise trus per cent; D = $7,000; (P — D) = $13,000 


fference is indicated by hou : 73K 

much high lower is the intersection Che average individual tax rate (i:) which 
: ' ‘ 6 1 1 é : \ = $ ‘ ‘ 

point than horizontal line; on the chart Partner pays on the $13,000 (I D), and 

both heigl sent simple percentages thus the height of the relevant horizontal 

of (P line on the graph, depends, of course, on 

the amount of other income which the part 


ner happens to have 
Examples PP 


(a) Mr. Abel, from sources other than the 
partnership, has taxable income of $100,000 


nership will suffice to illustrate how the He and his wife file a joint return. If the 
graph works 


The examples of two partners of a part 


partnership is not taxed as a corporation, 

he partnership is owned by four equal the critical “top” $13,000 of Mr. Abel’s 
partners. The business makes an annual $20,000 share of partnership profits all falls 
profit of $80,000, and it retains for expan in the 75 per cent bracket (see Table 2) 
ion $16,000, or 20 per cent of the profit Thus, for him, i 75 per cent. See Point 
lable 1 indicates that if it were taxed as a “A” on the graph. The point is above the 
corporation, until the lower corporate “nor relevant 45 per cent “c” (average corporate 
mal” tax became effective, the partnership tax rate) curve, so Mr. Abel would save 


Table 2—Rates of Tax on Individuals * 


Taxable Income” Individuals ‘ Heads of Households * 
0- 2,000 20% 20% 

». 4000 ‘ 400, plus 22% 400, plus 21% 
6,000 840, plus 26% 820, plus 24% 
8,000 1,360, plus 30% 1,300, plus 26% 
10,000 1,960, plus 34% 1,820, plus 30% 
12,000 2,640, plus 38% 2,420, plus 32% 
14,000 3,400, plus 43% 3,060, plus 36% 
16,000 4,260, plus 47% 3,780, plus 39% 
18,000 5,200, plus 50% 4,560, plus 42% 
20,000 6,200, plus 53% 5,400, plus 43% 
22,000 7,260, plus 56% 6,260, plus 47% 
24,000 8,380, plus 59% 7,200, plus 49% 
26,000 9,560, plus 59% 8,180, plus 52% 
28,000 10,740, plus 62% 9,220, plus 52% 
32,000 11,980, plus 62% 10,260, plus 54% 
38,000 14,460, plus 65% 12,420, plus 58% 
38- 44,000 18,360, plus 69% 15,900, plus 62% 
44- 50,000 22,500, plus 72% 19,620, plus 66% 
50- 60,000 26,820, plus 75% 23,580, plus 68% 
60- 70,000 34,320, plus 78% 30,380, plus 71% 
70- 80,000 42,120, plus 81% 37,480, plus 74% 
80- 90,000 50,220, plus 84% 44,880, plus 76% 
90- 100,000 58,620, plus 87% 52,480, plus 80% 
100-150,000 67,320, plus 89% 60,480, plus 83% 
150-200,000 111,820, plus 90% 101,980, plus 87% 
200-300,000 156,820, plus 91% 145,480, plus 90% 
Over 300,000 247,820, plus 91% 235,480, plus 91% 


* Sec. 1 


»In the case of joint returns under Sec, 6013, the tax rate is the one applicable to 
half the taxable income. Sec. 2(a). 

¢ The percentage listed in each case is applicable only to the amount by which the 
taxable income exceeds the smaller amount listed in the ‘“Taxable Income’’ column 

4 See Sec. 1(b)(2) for definition of ‘Head of Household."’ 
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taxes if the 
corporation. 


partnership were taxed as a 


In dollar terms: Point “A” is located at 
75 per cent of (P D), eight percentage 
points above the curve, which is at 67 per 
cent of (P — D). Mr. Abel would thus save 
about 8 per cent of (P D), or 8 per cent 
of $13,000 ($1,040), each year if the enter- 
prise were taxed as a corporation. 


(b) Miss Baker, from sources other than 
the partnership, has taxable income of 
$5,000. She is single and not the head of a 
household. If the partnership is not taxed 
as a corporation, the “top” $13,000 of her 
share of partnership profits constitutes the 
$12,000-$25,000 portion of her taxable in- 
come and stretches from the 43 per cent to 
the 59 per cent bracket. These dollars will 
be taxed at an average of roughly 52 per cent 
For her, ic = 52 per cent. See Point “B” 
on the graph. The point is 15 percentage 
points below the 45 per cent “c” curve, so 
Miss Baker would pay about 15 per cent of 
$13,000, or $1,950, more taxes each year if 
the partnership were taxed as a corporation. 


It is obvious from inspection of the points 
on the graph how changes in the estimates 
will affect the relative picture. De- 
creases in corporate tax rates, increases in 
applicable individual rates and increases in 
undistributed profits all tend to make more 
attractive the Section 1361 
taxed as a corporation. 


tax 


election to be 


Remarks 


Three further generalizations may be made: 


(1) The election will not 
any 


for 
individual tax rate (is) 
is lower than the corporate rate (c) which 
would apply if the business were taxed as 
a corporation. It that 
the could under no circumstances 
save for an owner whose individual 
rate 30 cent, 


save taxes 


owner whose 


follows, of course, 


election 
taxes 


(i:) is lower than per since 


For a different approach to the 
problem discussed by 

Professor McNaughton, see the article 
by Carl L. Moore which begins on the 
following page. 


that is the 
applicable. 


(2) Except for the unlikely case of a 
minimum (30 per cent) corporate tax rate 
and a maximum (91 per cent) individual 
rate, there must be at least some undis- 
tributed profits if the election is to save 
any taxes. 


lowest corporate tax rate now 


(3) In most cases, the election will save 
taxes, if at all, only for 
income brackets. 


owners in high 


Caveat: There are two limitations of the 
graph which are important, particularly in 
view of the irrevocability ” of the election to 
be taxed as a corporation. 

(1) It takes no account of the long-term 
fact that, whereas the undistributed profits 
of a partnership are completely “tax paid,” 
earnings accumulated by an_ enterprise 
taxed aS a corporation are, in a sense, 
bond.’ 


‘in 
An additional tax must ordinarily 
be paid when such accumulations are even- 
tually distributed—as dividends or perhaps 
as part of capital gain—to the owner. Or, 
should the accumulations be excessive, they 
may be subjected to the accumulated earn- 
ings tax.” 


(2) The graph gives a false impression of 
certainty. There, of course, can be no as- 
surance that predictions as to profits, busi- 
ness expansion and income will 

true; nor can the level of individual 
corporate tax rates be predicted for 
any extended period of time. The answers 
given by the graph are no more reliable 
than the predictions upon which they are 


based. [The End] 


outside 
come 
and 


A 1945 report on ‘Strengthening the Congress,"’ published by the National Planning 
Association, recommended an increase in Congressional salaries from $10,000 to 
$25,000 per year. In 1953 a Commission on Judicial and Congressional Salaries 
recommended that Congressmen be paid $27,500 in view of the 

decreased purchasing power of the dollar. The 


President this month signed a bill raising Congressional pay to $22,500. 


4% Sec. 1361. Compare the similar ‘‘one-way 
street’’ when one incorporates a partnership or 
proprietorship. Compare Sec. 351 with Sec. 301. 


To Be Taxed as Corporation 





A Discussion of the Factors Which Should Play 


a Large Part in the Decision Between 


Acceptance and Rejection of the Election 


Should Your Business Be Taxed as a 


1361 of the Act of 
vides that, under certain condi- 
unincorporated 
taxed as corporations 


the ri 


sos PION Revenue 
h 1954 prov 


tions, 


businesses may be 


This article outlines 


onditior which it 


undet would be 
adopt, or not to adopt, the 
provisions ot Section 1361, not dis- 


regarding the that it 


preferable to 


elective 


possibility might be 


advantageous to incorporate. The decision is 
important and difficult because the choice is not 
a “one shot” tax-saving arrangement. If the 
election provision is accepted, it will be binding 


on the enterprise for subsequent returns 


Some business owners who have contem- 
plate d ime orporation may 


the idea 


decide to abandon 


becaus¢ . under the 


new law, the 
without 
local 
However, without incorporation cer 
limited liability, 
The limited-liability feature 
is important even though, like insurance, its 


value might not be 


same income tax rates will apply 
involving additional costs and state o1 
taxes 


tain 


advantages, such as 


would be lost 


realized until the need 
Building up an estate through 
tax savings may be possible either through 


incorporation or by 


ror it arises 


electing to be taxed as 
a corporation, but 


must not be 


protection ot the 
overlooked 


estate 
The possibility of 
growth, the need for additional capital, and 
wide dispersion of ownership can best be 
coped with by the corporate form of organi- 
zation rhe truly far-sighted businessman 
will recognize the possible tax advantage of 
the election, but he will also recognize that 
further advantages may be obtained through 


incorporation 


The Election 


The election privilege is not extended to 


all unincorporated enterprises. A 
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which is owned by more than 50 individual 
the election, and the 
individual members of any partnership which 
is a partner of the electing partnership are 


included as individual owners. The privilege 


taxpayers can not us¢ 


is also denied to organizations one of whose 


members has more than a 10 per cent in 
other 
unincorporated enterprise taxable as a cor 


poration 


terest in profits or capital of any 

Furthermore, nonresident aliens, 
partnerships and 
which capital is not a material income-pro 
ducing factor or in which at least 50 per cent 
of the derived from profits 
from “trading as a principal” are excluded. 


foreign organizations in 


income is not 


The election is not made each year. Once 
the choice to be taxed as a corporation is 
accepted, it must be adhered to in future 
years unless there is a change of ownership 
to the extent that the original electing part 
ners fail to own more than 80 per cent of 
the firm. Any possibility of simulating a 
transfer of ownership to avoid the effect of 
the election is blocked by the rules of con- 
structive used to 


ownership has 


which are 
whether or not 
actually changed. 


The withdrawals of the principal or prin- 
cipals, if the election is made, will be classi- 
fied as salaries, if they 


ownership, 
determing 


are reasonable, and 
can be deducted in arriving at business net 


The 


for the business and taxable 


income salaries will be a deduction 
income to the 
individual as under corporate tax provisions 
However, the social security tax will not be 
applied to the salaries but will be calculated 


at the self-employment tax rate on net income. 


If the 
accepted, 


provisions of Section 1361 are 


profits can be retained in the 
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agCorporation? 


By CARL L. MOORE, CPA 


Assistant Professor of Accounting, 
Lehigh University 


unincorporated busines 
lividual 


income 


without being taxed 
income tax The net 
of the business will be taxed at cor- 


at in rates, 


porate 


rates rather than at rates applicable 
to the tax bracket of the owner or owners 
A tax on accumulated earnings applies as 
it does in the case of corporations, if the 
but undis- 
tributed income within reasonable limits will 


not be p< nalized. 


accumulation is unreasonable, 


The size of the proprietorship or partner 
ship taxable and the the 
individual’s taxable income will play a large 
part in making the 
the election 


income size of 


decision to accept or 
reject 
or lk 


However, capital gains 
ysses of the organization, the owner o1 
both can influence the decision. A further 
allowance should be made for the possibility 
that part of the 


disallowed as a deduction or 


deduction may be 
that accumu 
lated earnings may be subject to an addi- 
tional tax under the provisions of Section 


531 (Section 102 under the old law). 


Not the situation be 
appraised, but predictions as to the possible 
future of the 


drastic 


salary 


only must current 
business must be weighed. If 
, it might be 


present tax 


changes are in the offing 


advisable to give up certain 
savings rather than be saddled with future 
difficulties which can not be easily remedied 
On the other hand, if the election appears 
to be so attractive after proper recognition 
has been given to the various possibilities 
the disad- 


vantages attendant to incorporation, it may 


and if management is aware of 
be wise to follow through with incorporation 
and secure additional benefits. The solution 
to this problem will depend upon the situa- 


tion of the particular organization. 


Business Taxed as Corporation? 


Small Income—Business and Owner 


A business having a fairly small net in- 
come may find that incorporation is not 
warranted, but there is the possibility that 
the election may provide a tax advantage. 
In the following example it is assumed that 
the business is owned by one person who 
has no other source of income, is married, 
has no dependents, files a joint return and 
takes the standard deduction. In the calen 
dar year 1954 the business has a net income 
of $20,000 before the owner’s salary of $6,000 


The computations show what the inconte 
tax would be under both acceptance and re 
jection of the election 


Tax Computations 

Election Election 

Accepted Reje: ted 

Net income before owner’s 

salary $20,000 

Owner’s salary 6,000 
Net income 

porate tax 


subject to cor 


rates $14,000 


Corporate tax—30 per cent 
of $14,000 $ 4,200 
Individual’s adjusted gross 
income $ 6,000 
600 


$20,600 
Standard deduction 1,000 
$19,000 

1,200 


5,400 
Exemption 1,200 


Taxable income 4.200 $17,800 


One half of taxable income 2,100 $ 8,900 
One half of tax 

Tax on $2,000 $ 400 

22 per cent of $100 22 

‘Tax on $8,000 

34 per cent of $900 


422 


844 
4,200 


Total individual tax 
Corporate tax 


Total tax $ 5,044 


It would not be advisable in this case to 
elect to have the enterprise taxed as a cor- 
poration. Business net income is taxed at a 
rate of 30 per cent when the election is 
chosen, and the effective rate of tax on the 
individual owner the 


when tax 
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corporate 





and individual tax are combined is 25.22 per 
cent. If the election is rejected, the effective 
tax rate on the individual is only 22.66 per cent. 

In the calendar year 1955 the corporate 
tax would be computed under both the 30 
per cent rate and the 25 per cent rate and 
apportioned as follows:’ 


90 
365 
75 


= x 25 per cent of $14,000 — $2,636.99 


30 per cent of $14,000 = $1,035.62 


36 


Total corporate tax for the 
calendar year 1955 


$3,672.61 


If the same income were earned by the 
1955 and all other factors re- 
mained the same, with the exception of the 
change in the corporate normal tax rate, the 
election would produce a slightly lower tax. 


1955 
Election 
Accepted 


business in 


Election 
Rejected 


$ 844.00 $4,532.00 


3,672.61 


Total individual tax 
Corporate tax 





Total tax 


$4,516.61 $4,532.00 


The advantage in favor of accepting the 
election will be somewhat greater in 1956, 
at a time when the corporate normal tax 
rate will be 25 per cent for the entire year. 
The example just presented is a borderline 
and the taxpayer should consider 
whether or not the results for 1954 repre- 
sented a normal situation and whether or 
not he or the business would be likely to 
have capital transactions. 


case, 


An enterprise electing to be taxed as a 
corporation is permitted to compute its tax 
under the alternative method used by cor- 
porations if a net long-term capital gain is 
in excess of a net short-term capital loss. 
The excess of the net long-term capital gain 
over the net short-term capital loss is taxed 
cent.” If the enterprise has a 
capital loss, the corporate rule is also fol- 
lowed, the capital loss not being deductible 
from ordinary income. However, the capital 
loss may be carried forward and offset against 


at 26 pet 


net capital gains for the five succeeding years 


*The corporation normal tax rate of 25 per 
cent becomes effective on April 1, 1955, assum- 
ing that the present law remains in effect. 

* The rate is changed to 25 per cent, effective 
for taxable years beginning after March 31, 
1954. No apportionment is provided for fiscal 
years which straddle the effective date. 
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In spite of the fact that the taxpayer has 
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If the taxpayer elects to have 
business net income taxed at 
corporate rates, he foregoes the 
advantage of combining business 
capital transactions with his own. 


Individuals are also given the privilege 
of computing the tax under an alternative 
method which taxes the excess of net long- 
term capital gains over net short-term capital 
losses at a rate of 25 per cent. The indi- 
vidual taxpayer may offset capital losses 
against ordinary income to the extent of $1,000 
each year and may also forward any 
unused portion to the five succeeding vears. 


carry 


If the taxpayer elects to have business net 
income taxed at corporate rates, he fore- 
goes the advantage of combining business 
capital transactions with his own. For ex- 
ample, if the business should have a capital 
loss but no capital gains, the could 
never be used as a deduction unless the 
business had offsetting capital gains in one 
or more of the five succeeding years or 
unless the owner could combine the capital 
loss with his own capital gains or offset it 
to the extent of $6,000 against his ordinary 
income over a six-year period.’ On the 
other hand, if the individual taxpayer should 
have a capital and no capital gains 
either in the current year or in the five suc- 
ceeding years, he could never deduct more 
than $6,000. Without the election, the 
owner can combine business capital trans- 
actions with his own, and may be able to 
offset business capital losses against indi- 
vidual capital gains or to offset individual 
capital losses against business capital gains. 


loss 


loss 


As the net income of the business be- 
comes larger, it may be possible to follow 
through on tax planning in such a way that 
the election will prove to be of more definite 
help. In the following example, it is as- 
sumed that the business has a net income of 
$25,000 before the owner’s salary of $7,500. 
The owner has other income of $5,000, is 
married, has no dependents, files a joint 
return and takes the standard deduction. 
Neither the enterprise nor the owner has 
any capital transactions. 





come is allowed 
loss occurs, and 
against ordinary 
succeeding years. 


in the year that the capital 
a $1,000 deduction is allowed 
income in each of the five 
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Tax Computations 


Tax Computations 


Election 
Accepted 


Election 

Rejected 

Net income before owner’s 
salary 

Owner’s salary 


$25,000 
7,500 


$25,000 


Net income subject to cor- 
porate tax rates $17,500 
Corporate tax—30 per cent 
of $17,500 


Owner’s salary 


Outside income 


5,000 


5,000 


Individual’s adjusted gross 
income 
Standard deduction 


$12,500 
1,000 


$30,000 
1,000 
$29,000 
1,200 


$11,500 
1,200 


$10,300 $27,800 


$ 5,150 


Exemption 


Taxable income 


$13,900 


One half of taxable income 


One half of tax 
Tax on $4,000 
26 per cent of $1,150 
Tax on $12,000 
43 per cent of $1,900 


$ 8,434 


Total individual 
Corporate tax 


tax 


Total tax 


$ 8,434 


The tax saving for the calendar year 1954 
amounts to $906 if the election is made. If 
the individual taxpayer included all of the 
net income of the organization on his Form 
1040, he would have a top tax bracket of 43 
per cent. Under the provisions of the elec- 
tion, the individual’s top tax bracket would 
be 26 per cent. The reduction in the cor- 
porate normal tax rate from 30 per cent to 
25 per cent, effective on April 1, 1955, would 
make the election 
1955 and 1956. 


even more attractive in 
If capital transactions are involved, the 
the may disappear. 
For example, assume that all facts remain 
as before, with the exception that the busi- 
ness 


advantage of election 


has a net long-term capital gain of 


Business Taxed as Corporation? 


$10,000 included in net income and that the 
owner has a net long-term capital loss of 
$10,000 in addition to other income of $5,000. 


Tax Computations 
Election Election 
Accepted Rejected 
Net income before owner’s 
salary 
Owner’s salary 


$25,000 
7,500 


$25,000 


Net income subject to cor- 
porate tax rates $17,500 
Corporate tax (alternative 
method): 
26 per cent of $10,000 
30 per cent of $7,500 


$ 2,600 

2,250 
Total corporate tax $ 4,850 
Less net long-term capital 

loss of owner offset against 

net long-term capital gain 

of business included above 10,000 
$15,000 
Owner’s salary 
Outside 


$ 7,500 


income 5,000 


5,000 
$12,500 

Less portion of net long- 
term capital offset 
against ordinary income 


$20,000 
loss 
1,000 
$11,500 
1,000 
$10,500 
1,200 
$ 9,300 


$ 4,650 


Standard deduction 1,000 


$19,000 
1,200 


Exemption 


$17,800 


Taxable income 


One half of taxable income 


$ 8,900 


One half of tax: 
Tax on $4,000 
26 per cent of $650 
Tax on $8,000 
34 per cent of $900 


$ 1,009 


Total individual tax 
Corporate tax 


Total tax $ 6,868 





"Paw ( acanmetahane 


In spite of the fact that the taxpayer has 
income taxed in a higher individual tax 
bracket without the election, the election is 
not favorable. The difference in top indi- 
vidual tax rates is not great enough to com- 
pensate for the additional tax on the business. 
Furthermore, the owner would be able to 
utilize his capital loss deduction of $10,000 
to the full extent by deciding not to have 
the business taxed as a corporation 


It would be unwise to forego the advan- 
tage of accepting the election because of a 
possibility that capital transactions may arise 
in the future, if there is no reason to believe 
that such will be the case 
rejection ot the 


Acceptance or 
election should be based on 
which may reasonably be ex- 
pected to prevail during the next few years. 


onditions 


Business Income Large in Proportion 
to Owner's Outside Income 


In examples the business 
owners were greatly concerned with a com- 
parison of tax with their 
individual tax rates and with the possibility 
that capital transactions would cause great 
differences. ‘The example given in this sec- 
tion will show that capital transactions may 
not have 


the previous 


corporate rates 


as much significance for the rela- 
tively large business. 


It is assumed that the enterprise has a 
net income of $100,000 for the calendar year 
1954 before deducting the owner’s salary of 
$50,000. Included in the net income of the 
business organization is a net long-term 
capital gain of $25,000. The owner has other 
income of $5,000 plus a net long-term capital 
loss of $10,000. He files a joint return with 
his wife, has no dependents and takes the 
standard deduction 

Tax Computations 

Election Election 

Accepted Rejected 

Net income before owner’s 
salary $100,000 

50,000 


to 


$100,000 


Owner’s salary 


Net 


corporate 


income subject 


tax $ 50,000 
tax 
tive method): 
26 per cent of $25,000 
30 per cent of $25,000 


$ 14,000 


Corporate (alterna- 


$ 6,500 
7,500 


Total corporate tax 
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Tax Computations 


Election Election 
Accepted Rejected 


$ 50,000 
5,000 
$ 55,000 
Less portion of net long- 
term capital loss offset 
against 
come 
Less net 


Owner’s salary 
Other income 5,000 


$105,000 


ordinary in- 
1,000 

long-term cap- 
ital gain of business 25,000 
$ 80,000 
1,000 


Ordinary income 
Standard deduction 


$ 54,000 
1,000 
$ 53,000 
1,200 


$ 79,000 
Exemption 1,200 


Ordinary taxable income $ 51,800 $ 77,800 


One half of ordinary tax- 
able income $ 25, $ 38.900 
One half of tax: 
Tax on $22,000 
59 per cent of $3,900 
Tax on $38,000 
69 per cent of $900 


$ 18,360 
621 


$ 18,981 


$ 10,681 


Total tax 
income 

25 per cent of 
term capital 
($25,000 


on ordinary 
$ 21,362 
net long 
gain 
$10,000) 3,750 
$ 41,712 

14,000 


$ 35,362 


Total individual 
Corporate tax 


tax 


Total tax $ 41,712 


The election still proves to be favorable in 
spite of the fact that there 
capital gains and losses. Individual rates 
are high when the taxpayer must include all 
of the business net income on his Form 1040 
The privilege of offsetting capital gains and 
losses between the business and its owner 
does not compensate for the difference in 
effective tax rates. 


There other possibilities which the 
owner must consider when business net in- 
come is high. 


are substantial 


are 


The salary may be 
tioned, and the owner must be prepared to 
show that the salary is just and reasonable 
compensation for his services; otherwise a 


ques- 
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of 


regardless capital transactions. 
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portion of it may not be allowed as a de- 
duction. There is also the possibility that 
earnings have been allowed to accumulate 
in the business to an extent that there is a 
possibility of an accumulated earnings tax.‘ 
The owner must steer between Scylla and 
Charybdis: salary too high or accumulated 
earnings too high. Drawings may have to 
be made with the result being that the elec- 
tion will not produce anticipated tax savings. 


For example, suppose that neither the 
business nor the owner has capital transac- 
tions and that the business net income is 
$100,000 before the owner’s salary of $30,000. 
An additional withdrawal of $30,000 is made 
by the taxpayer but is not allowable as a 
salary. If he files a joint return and takes 
the standard deduction as before, the result 
would be as shown in the right-hand column. 


It would be better not to accept the elec- 
tion in this case, even with no capital trans- 
actions. The corporate tax is higher by 
reason of the smaller salary deduction, and 
the drawings are subjected to both the cor- 


porate tax and the individual tax. The 
individual taxpayer is taxed in high tax 
brackets in either case, 62 per cent top 


brac ket if the « le ction 18 acce pted and 75 per 
cent if the election is rejected. 


The main question in this case may not 
be one of whether or not to accept the elec- 
tion. The value of actual incorporation may 
produce benefits which will compensate for 
the costs and restrictions. The possibility 
of future expansion, protection to the owners, 
and a dispersion of ownership may be of 
such importance that the proprietor will 
want to go further than electing to have the 
business taxed as a corporation 


Business Income Small in Proportion 
to Owner's Outside Income 


If the proprietor has a substantial outside 
income but operates a business which does 
not have large net earnings, he will find that 
the limitations imposed by the accumulated 


earnings tax and the disallowance of a por 
tion of the salary deduction will have little 
meaning Capital gains and losses will 


probably not operate as deterrents in choos- 
ing the election unless both the individual 
taxpayer and the enterprise normally have 
substantial capital gains and losses which 
can be offset. The taxpayer is already in 


* The possibility is particularly acute in the 


case of a closely held business. The accumula- 
tion of earnings in the past would have to be 
taken into consideration together with current 
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Tax Computations 
Election Election 
Accepted Rejected 
Net income before owner’s 
salary $100,000 $100,000 
Owner’s salary 30,000 


Net income subject to 
corporate tax $ 70,000 
Corporate tax: 
30 per cent of $70,000. $ 21,000 
22 per cent of $45,000 9,900 
Total corporate tax $ 30,900 
Owner’s salary $ 30,000 
Withdrawals 30,000 
Other income 5,000 5,000 


Individual adjusted gross 
income $ 65,000 $105,000 
Standard deduction 1,000 1,000 


$ 64,000 $104,000 
Exemption 1,200 1,200 


Taxable income $ 62,800 $102,800 


One half of taxable in- 
come $ 31400 $ 51,400 


One half of tax: 


Tax on $26,000 $ 10,740 


62 per cent of $5,400 3,348 
Tax on $50,000 $ 26,820 
75 per cent of $1,400 1,050 


$ 14,088 $ 27,870 


Total individual tax $ 28,176 $ 55,740 
Corporate tax 30,900 


Total tax $ 59,076 $ 55,740 


high tax brackets, and the election to have 
the business taxed as a corporation will 
prove helpful insofar as any undistributed 
net income‘ of the organization will be taxed 
at the lower corporate rates. Whether in 
corporation would be advisable or not would 
probably hinge on the question of whether 
or not a possible liability arising out of the 
business could pose a threat to the tax 
payer’s estate 

earnings before making any decision with re- 


spect to a possible tax liability under Sec- 
tion 531. 
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Summary 


The election privilege, permitting certain 
unincorporated organizations to be taxed as 
if they were corporations, brings up prob- 
lems which are similar to those involved 
when incorporation is contemplated. How- 
ever, there are differences. State and local 
corporate taxes are of no concern, and the 
enterprise does not receive any of the privi- 
leges or restraints imposed upon corporations 
other than those which come about as a 
result of the federal income tax law. Busi- 
ness owners who would never consider 
actual incorporation may be tempted to 
accept what they believe will be the tax- 
saving features of incorporation without 
realizing the advantages which they must 
sacrifice by accepting the election. Con- 
versely, other owners who should have their 
businesses incorporated may postpone the 
act of incorporation in the belief that the 
election will be an adequate substitute. 

Generally speaking, if the individual’s in- 
come is taxed at rates which correspond 
rather closely to the corporate tax rates or 
are less than the corporate rates, he will 
not gain by choosing the election. This is 
particularly true if capital gains and losses 
are involved. 

The decision is more difficult to make if 
the business has a relatively high net income 
and the owner has little income from other 
sources. The election may be more attrac- 


NO WILL TO WILL 


Apparently, lawyers don’t practice 
what they preach. When it comes to 
making their own wills, they set a poor 
example. A survey by Teachers College, 
University, into the will- 
habits of Columbia alumni 
reveals that more than a fourth of the 
lawyers who replied admitted that they 
were without wills. Further, it is es- 
timated that half of the professional 
men and women in the United States 
have no wills, and we will have to 
admit lawyers did make a better show- 
than any other single profession. 


Columbia 
making 


The survey was conducted by Teachers 
College as a part of a study of the gift 
and bequest preferences of college grad- 
uates in conjunction with the college’s 
fund-raising program. It was made by 
questionnaire to 62,000 alumni of Teach- 
ers College and Columbia University. 
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tive regardless of capital transactions. 
There is more risk that salaries may be dis- 
allowed as excessive or that undistributed 
income may be subject to the provisions of 
Section 531. In certain instances the elec- 
tion may not be the real answer; incorpora- 
tion itself may be advisable. Each case will 
have to be examined closely in the light of 
its own inherent peculiarities. 


If the business net income is small in 
relation to the owner’s outside income, the 
election will probably produce tax savings. 
Undistributed business income will be taxed 
at corporate rates which will be consider- 
ably lower than the individual rates. Even 
in the case of a small enterprise, incorpora- 
tion may provide protection which will be 
worth the added costs and restrictions. 


There is a real opportunity for tax savings 
under the 1954 Code for those taxpayers 
who can qualify and use the election to 
advantage, but the drawbacks must be con- 
sidered along with the advantages. Man- 
agement should now examine three possible 
alternatives: to be unincorporated without 
selecting the option to be taxed as a corpo- 
ration; to be unincorporated with selection 
of the option to be taxed as a corporation; 
or actually to incorporate. [The End] 


[For a different approach to the problem 
discussed by Professor Moore, see the 
article by John T. McNaughton beginning 
at page 253 of this issue.—Ed. | 


If it is any consolation to lawyers, 
pharmacists top the list of professional 
persons who showed the least interest 
in making wills, and journalists ran 
a close second. Nearly two thirds of 
the journalists were without wills and 
half of the newspaper people had none 
Teachers were less negligent, however ; 
half of those answering said they hadn’t 
gotten around to making out a will. 

Of the lawyers who replied, 92.8 
per cent were men, 77.5 per cent were 
married, 85.6 per cent had dependents 
and the median age was 43 (they ran 
from a low of 24 up to 78). For the 
most part, incomes earned were spread 
from $5,000 to $50,000 annually. A\l- 
though a few of the lawyers earned 
less than $5,000, only one made more 
than $50,000. Incomes, however, were 
grouped around $10,000 and $20,000. 
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Portions of the Phraseology of 
Section 1235 Raise Interesting 


Issues, Says the Author 


Patents Under Code Section 1235 


By WILLIAM H. PAVITT, Jr. 


N ITS EFFORT to clarify the law with 

respect to the tax consequences of 
arrangements by which patent rights are 
assigned or licensed for consideration paid 
periodically over the life of the patent or 
in relation to its use, Congress, by enact- 
ing Section 1235 of the Internal Revenue 
Code of 1954, has employed certain termi- 
nology and criteria borrowed from the field 
of patent law. As a consequence, interest- 
ing issues are now likely to be raised in 
tax cases, which issues have heretofore sel- 
dom been pertinent in proceedings in the 


Tax Court, or in tax cases in the federal 
courts. Therefore, the Tax Court judges 
may now conceivably find themselves 


wrestling with ponderous patent issues, and 
judges of United States district courts and 


the Court of Claims similarly may come 


upon patent questions in cases in which 
they least expect them. This, of course, 
means that tax lawyers advising clients 


regarding, or presenting cases involving, 
the application of Section 1235 must acquire 
a somewhat greater familiarity with certain 
‘ “SEC 
PATENTS. 


1235 SALE OR EXCHANGE OF 
{Sec. 1235(a)] 

‘‘(a) General.—A transfer (other than by gift, 
inheritance, or devise) of property consisting 
of all substantial rights to a patent, or an un- 
divided interest therein which includes a part 
of all such rights, by any holder shall be con- 
sidered the sale or exchange of a capital asset 
held for more than 6 months, regardless of 
whether or not payments in consideration of 
such transfer are 

(1) payable periodically over a period gen- 
erally coterminous with the transferee’s use of 
the patent, or 

(2) contingent on the productivity, 
disposition of the property transferred. 

[Sec. 1235(b)] 

‘(b) ‘Holder’ Defined.—For purposes of this 
section, the term ‘holder’ means 

‘*(1) any individual whose efforts created such 
property, or 

(2) any other individual who has acquired 
his interest in such property in exchange for 


use, or 


Patents 


arrangement deferred until after the actual 


7 sg ee 


au ae fe O 


aspects of patent procedure, terminology 


and substantive law. 


There are also other interesting questions 
of interpretation which Section 1235 poses. 


Section 1235’ qualifies for favorable capi- 
tal gains treatment “A transfer (other than 
by gift, inheritance, or devise) of property 
consisting of all substantial rights to a patent, 
or an undivided interest therein Which in- 
cludes a part of all such rights, by any holder 

” (Italics supplied.) 


A “holder” is defined as: 


“(1) any tndividual whose efforts created 
such property, or 


“(2) any other individual 
quired his interest in such property in 
exchange for consideration of money or 
money's worth paid to such creator prior to 
actual reduction to practice of the invention 
covered by the patent, if such individual 
is neither— 


who has ac- 


“(A) the employer of such creator, nor 


consideration in money or money's worth paid 
to such creator prior to actual reduction to 
practice of the invention covered by the patent, 
if such individual is neither 

(A) the employer of such creator, nor 

“(B) related to such creator (within the 
meaning of subsection (d)). 

{[Sec, 1235(c)] 

‘‘(c) Effective Date,—This section shall be 
applicable with regard to any amounts re- 
ceived, or payments made, pursuant to a trans- 
fer described in subsection (a) in any taxable 
year to which this subtitle applies, regardless 
of the taxable year in which such transfer oc- 
curred. 

[Sec. 1235(d)] 

““(d) Related Persons.—Subsection (a) shall 
not apply to any sale or exchange between 
an individual and any other related person (as 
defined in section 267(b)), except brothers and 
sisters, whether by the whole or half blood. 

[Sec. 1235(e)] 

“‘(e) Cross Reference.—For special rule re- 

lating to nonresident aliens, see section 871(a)."’ 
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of language contained in the license agree- 
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Mr. Pavitt is associated with the 
law firm of Toulmin & Toulmin, 
Dayton, Ohio. 


“(B) related to such creator (within the 
meaning of subsection (d)).” (Italics sup- 
pied ) 


The language of the final enactment was 
verbatim (except for an addition in respect 
of effective date of the section) from the 
text of H. R. 8300 as reported by the 
Senate Finance Committee, and it repre- 
sented a completely different approach 
over that of the House Ways and Means 
Committee. 


The author proposes to discuss separately 
each portion of the phraseology of sub- 
sections (a) and (b) of Section 1235 which 


appears to him to raise novel or interest- 
ing issues. Section 1235(a) begins with: 
“A transfer (other than by gift, inherit- 
ance or devise) .” The term “trans- 
fer” is broad and was intended by the 


Senate committee to comprehend a license 
as well as an assignment, provided that 
of the bundle of rights, later 
specified in the section and discussed be- 
low, is actually passed from the transferor 
to the transferee.’ 


The 


either: 


suthcient 


usual forms of transfer would be 


(1) an assignment of “all right, title and 
interest in and to” an identified patent; or 
if the invention is not yet patented, the 
described invention “in and throughout the 
world, the application for United States 
Letters Patent, and any and all patents 
granted in respect of the invention on” the 
identified application, or “on any continu- 
ation continuation-in-part application, 
the patent or patents 


or 
all 


so granted”; or 


and reissues of 


(2) an exclusive license grant of the 
right to make, use and sell the invention 
in and throughout the United States, its 





2S. Rept. 1622, 83d Cong., 2d Sess., pp. 
439-440 


'See generally, Ellis, Patent Assignment and 


Licenses (2d Ed., 1943), Chs. XVIII and XIX. 
*See Flannery Bolt Company v. Greenslade 
et al., 32 U. S. P. Q. 372 (DC Pa., 1937), re- 


ported after trial at 26 F. Supp. 502. 

* Cited at footnote 4. 

* Rev. Stat. Sec. 4896 provided that ‘‘the right 
of applying for and obtaining the patent ‘shall 
devolve on his legally appointed guardian’’; it 
is in trust for the estate. This section has been 
superseded by 35 USC Sec. 117, effective Jan- 
uary 1, 1953 
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or a license limited geographically, or a 
license which conveys some, but not all, of 
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territories and insular 
life of the patent. 


possessions for the 

A “transfer” might, however, also occur 
by operation of law,’ as, for example, where 
the patentee is held to been a con- 
structive trustee for another, that a 
court would by decree hold that title to 
the patent 
While in 


monetary 


have 


so 


vested in such other person.‘ 
such cases it is unlikely that 
consideration for which capital 
gains treatment is desired would flow to 
the transferor, instances could be conceived 
where the decree might require such con- 
sideration, or where the consideration has 
already passed and capital gains treatment 
might be desired.’ 


Another instance of patent transfer by 
operation of law is in the case of insane 
persons.” 

It may be seen, therefore, that the use 


of the term “transfer” as applied to patent 
rights, rather than to the nonconventional 
expressions of “assignment” or “license,” 
can comprehend other passages of rights to 
which capital gains 
become applicable. 


“All substantial to a patent” is 
not a common term in patent parlance. 
Note that the word “patent” is employed. 
In the case of a United States patent, this 


treatment may now 


rights 


means the sealed document issued by the 
Commissioner of Patents after an appli- 
cation has been filed, acted on by the 
examiner in the Patent Office, amended to 
meet the examiner’s criticisms, allowed, and 
the final paid on the allowed appli- 
cation. 1235, therefore, does not 
become applicable to income received under 
a license which grants 


tee 
Section 


“all the substantial 
rights to” an invention for which no appli- 
cation has been filed’; nor does it apply 
when an application has been filed, but has 
not yet matured to patent.2 This would 
seem to suggest that an inventor-licensor 
(or other “holder”’) desiring to avail him- 
self of the benefit of Section 1235 should 
have payments to him under his licensing 


™S. Rept. 1622, p. 439, states: ‘‘The section 
does not apply to a property right in an in- 
vention differing from the monopoly rights 
evidenced by a patent.’’ 

* This conclusion gathers some support from 
the fact that while the House committee print 
of H. R. 8300 specifically dealt with ‘‘gain from 
the sale or exchange of property consisting of 
a patent or application therefor,’’ the Senate 
-committee revision significantly omitted any 
reference to an ‘‘application."’ 
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| The author believes that there will 





arrangement deferred until after the actual 
issuance of the sealed letters patent. 


On the other hand, it might be possible 
argue successfully after letters patent 
that payments made 
during the pendency of the application were 
actually made 


to 


have 


been obtained 


in anticipation of the issue 


of the patent, so that Section 1235 should 
be applied retroactively in respect of such 
prepatent payments. The basis for this 
argument would be that the application 


itself does not give the owner the right to 
proceed in the courts against infringers so 
that no one would pay for the “privilege” 
of making, using and selling an invention 
which is only the subject of a pending ap- 


plication, never to be prosecuted to patent. 


By unequivocal statement in its re- 


port, the Senate committee has attempted 
to 


an 


set at rest any possible question of 
whether an assignment or an equivalent 
license transfer of an inventor’s inchoate 
right to obtain a patent will constitute a 


transfer of a subsequently issued patent to 
which Section 1235 may become applicable.’ 


The expression “all substantial rights to 
a patent” appears to have been a Senate 


committee creation, the object of which was 


to enable the section to be applicable in 
different types of transfer situations irre- 
spective of the precise modus, method or 
language employed. Thus, the Senate com- 
mittee report states, at pages 439-440: 
“The section does not detail precisely 
what constitutes the formal components 
of a sale or exchange of patent rights 
beyond requiring that all substantial rights 
evidenced by the patent (other than the 
right to such periodic or contingent pay- 


ments) should be transferred to the trans- 
feree for consideration. This requirement 
recognizes the basic criteria of a ‘sale or 
exchange’ under existing law, with the ex- 
ception noted relating to contingent pay- 
ments, which exception is justified in the 


patent area for ‘holders’ as herein defined. 


lo illustrate, exclusive licenses to manu- 
facture, use, and sell for the life of the 
patent, are considered to be ‘sales or ex- 
changes’ because, in substantive effect, all 
‘right, title, and interest’ in the patent 
property is transferred (irrespective of the 
location of legal title or other formalities 
*S. Rept. 1622, p. 439, states: ‘‘However, 
since the inventor possesses an exclusive in- 


choate right to obtain a patent, he may transfer 
his interest, whatever it may be, in any subse- 
quently issued patent before its issuance and 
before as well as after he has made applica- 
tion for such patent.’’ 


Patents 


cution of Congressional intent would accept 


anv personal contribution instrumental in 


of language contained in the license agree- 
ment). Moreover, the courts have recog- 
nized that an exclusive license agreement 
in some instances may constitute a sale for 
tax purposes even where the right to ‘use’ 
the invention has not been conveyed to the 
licensee, if it is shown that such failure did 
not represent the retention of a substantial 
right under the patent by the licensor. It 
is the intention of your committee to con- 
tinue this realistic test, whereby the entire 
transaction, regardless of formalities, should 
be examined in factual context to de- 
termine whether or not substantially all 
rights of the owner in the patent property 
have been released to the transferee, rather 
than recognizing less relevant verbal touch- 
stones. The word ‘title’ is not employed 
because the retention of bare legal title in a 
transaction 


its 


involving an exclusive license 
may not represent the retention of a sub- 
stantial right in the patent property by the 
transferor. Furthermore, retention by the 
transferor of rights in the property which 
are not of the nature of rights evidenced by 
the patent and which are not inconsistent 
with the passage of ownership, such as a 
security interest (e. g., a vendor’s lien) or a 
reservation in the nature of a condition 
subsequent (e. g., a forfeiture on account of 
nonperformance) are not to be considered 
as such a retention as will defeat the appli- 
cability of this section. On the other hand, 
a transfer terminable at will by the trans- 
feror would not qualify.” 


Desirable as this flexibility of application 
of the section may be, there will doubtless 
continue to occur much future litigation over 
the question of whether sufficient of the 
bundle of rights which comprise a patent 
has been transferred to enable the recipient 
of consideration from the transfer to obtain 
long-term capital gains treatment.” 


The 


complete expression “of 


an 


undivided interest therein which includes 
a part of all such rights” is likewise un 
common among patent attorneys, and the 
Senate committee sought to explain it as 
follows: 

“By ‘undivided interest’ a part of each 
property right represented by the patent 


(constituting a fractional share of the whok 
patent) is meant (and not, for example, a 


lesser interest such as a right to income, 


” See cases reviewed in the recent article 
by Gifford E. Joseph, ‘‘Tax Treatment of Sales 


and Licenses of Patents,’’ 32 TAxEs 803 (Octo- 
ber, 1954). 
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in monetary terms) actually paid to the 
creator prior to the time when the inven- 
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or a license limited geographically, or a 
license which conveys some, but not all, of 
the claims or uses covered by the patent).” 


While this construction takes care of the 
transfer of an undivided fractional share 
of the whole bundle of patent rights, the 
second of the three subjects of assignment 
recognized by Mr. Justice Gray in the 
cornerstone case of Waterman v. MacKen- 
zie," it leaves a question as to whether the 
third subject is covered, namely, an ex- 
clusive license to make, use and sell in a 
defined territory.” 


The term “by any holder” carries, in 
subsection (b) of Section 1235, its own 
definition. The latter also merits a break- 
down for analysis. Both alternatives have 
in common the limitation that a “holder” 
must be an “individual.” According to 
subsection (b) a holder may be “any indi- 
vidual whose efforts created such property 

” (Italics supplied.) 


The Senate committee report lays con- 
siderable stress on the word “created,” 
stating, at page 440: 


“A ‘holder’ is defined as any individual 
whose efforts created the patent property 
transferred, by which is meant the ‘first 
and original’ inventor (or joint inventor) 
within the meaning of section 31 of title 
35 of the United States Code. Individuals 
not eligible to qualify as such ‘first and 
original’ inventor will not qualify under this 
definition: for example, the inventor’s em- 
ployer may not here qualify, even though 
he may be the equitable owner of the 
patent by virtue of an employment relation- 
ship with the inventor.” 


The author submits that this is a rather 
alarming explanation and should not be 
adopted in the forthcoming regulations 
under this section. Otherwise, taxpayers 
are liable to find the Commissioner, when 
opposing the application of the section to 
their transfers, interposing a defense, fa- 


miliar to patent attorneys in infringement 


4138 U. S. 252, 34 L. Ed. 923. 

" Cited at footnote 11, p. 255: ‘‘The patentee 
or his assigns may, by instrument in writing, 
assign, grant, and convey, either (1) the whole 
patent, comprising the exclusive right to make, 
use, and vend the invention throughout the 
United States; or (2) an undivided part or 
share of that exclusive right; or (3) the exclu- 
sive right under the patent within and through- 
out a specified part of the United States. 
xi [Rev. Stat.] $4898. A transfer of either 
of these three kinds of interests is an assign- 
ment, properly speaking, and vests in the as- 
signee a title in so much of the patent itself, 
with a right to sue infringers. In the second 


The author believes that there will 
doubtless continue to 

occur much future litigation over the 
question of whether sufficient of 

the bundle of rights which comprise a 
patent has been transferred to enable 
the recipient of consideration 

from the transfer to obtain 

long-term capital gains treatment. 


suits, that the transferor was not the “origi- 
nal and first inventor.” The result would 
be that this difficult patent issue would be 
tried in a forum unfamiliar to them— 
namely, the Tax Court—or, on unexpected 
occasions, in the federal courts. 


Another patent issue which could well 
arise is whether one of the transferors was 
properly asserted to be a joint inventor. 
The determination of whether a person is 
properly classed as a joint inventor in any 
case is often one of the more difficult ques- 
tions of patent law, as the frequency of the 
reporting of cases on this subject will attest. 
For example, one of two alleged joint in- 
ventors may be denied status as a joint 
inventor because his contribution was 
merely that of a skilled mechanic,” or be- 
cause his contribution may have been lim- 
ited to suggesting the general desirability of 
undertaking the project, leaving to another 
the actual evolving of the patentable idea.” 
The question of joint inventorship is often 
not carefully enough looked into by patent 
attorneys themselves, and many times 
clients, for reason of politics or recognition, 
do not want the attorney to go back of their 
statements as to who are the joint inven- 
tors. It is submitted that the application of 
Section 1235 should not be permitted to 
include issues of this nature. The statute 
uses the language “any individual whose 
efforts created such property.” A fair exe- 


case, jointly with the assignor. In the first and 
third cases, in the name of the assignee alone. 
Any assignment or transfer, short of one of 
these, is a mere license, giving the licensee no 
title in the patent, and no right to sue at law 
in his own name for an infringement. ... 
(Rev. Stat.] § 4919; Gayler v. Wilder, 10 How. 
477, 494. 495: Moore v. Marsh, 7 Wall. 515.” 
(Italics supplied.) 

3 Gibbs & Kahn’s Amusement Corporation v. 
T. Z. R. Amusement Corporation et al., 14 F. 
Supp. 957, 29 U. S. P. Q. 518 (DC N. Y., 1936). 

™ Worden et al. v. Fisher, 11 F. 505 (Mich., 
1882). 
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sented. This, therefore, is an issue which 
the Tax Court, in particular, will have to 
amenewnmemete anti, sash aw, © 


word “employer” to be taken in the sense 
that an actual employer-employee status 
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cution of Congressional intent would accept 
any personal contribution instrumental in 
creating the property—whether mechanical 
skill, general suggestion or provable en- 
couragement. It would not demand the strict 
type of intellectual contribution required to 
qualify an individual as a joint inventor 
under 35 USC Sections 116 and 111. 


The property referred to, however, is 
not the underlying invention, but “all sub- 
stantial rights to a patent.” While there 
can be no patent without an invention, 
others often expend efforts to create the 
actual patent. The author, of course, is 
thinking of the patent attorney who may 
acquire an interest in the patent as con- 
sideration for his work in preparing the 
application and carrying its solicitation 
through to patent. Another noninventor 
whose efforts result in creating the actual 
patent is the patent draftsman who 
also trade his time and art for an interest 
in the patent. In the usual case, both of 
these noninventors might qualify as “hold- 
ers” under the alternative definition of 
Section 1235(b)(2). But if the invention 
has been actually reduced to practice be- 
fore their interests are acquired, they might 
find it necessary to claim that they qualify 
as “holders” under subsection (b)(1). 


may 


According to the alternative definition in 
Section 1235(b)(2), a holder may be “any 
other individual who has acquired his interest 
in such property in exchange for consider 
ation in money or money's worth paid to such 
creator prior to actual reduction to practice 
of the invention covered by the patent, if such 
individual is neither—(A) the employer of 
such creator, nor (B) related to such creator 
(within the meaning of subsection (d)).” 
(Italics supplied.) 


This provision was incorporated to en 
courage the financing of inventors. Thus, 
the Senate Finance Committee’s report 
states, at page 440: 


“However, your committee is desirous of 
extending the scope of this section to cover 
(in addition to inventors) those individuals 
who contribute financially toward the de- 
velopment of the invention. Accordingly, 
paragraph (2) of subsection (b) also in- 
cludes within the definition of ‘holder’ any 
other individual who acquired his interest 
in such property in exchange for consider- 
ation in money or money’s worth (i. eé., 
consideration capable of present valuation 


in monetary terms) actually paid to the 
creator prior to the time when the inven- 
tion (to which the patent rights relate) is 
actually reduced to practice (as compared 
to ‘constructive’ reduction to practice). 
This paragraph does not include any indi- 
vidual who is either an employer of any 
creator or related to 
within the meaning of (d); 
however, the does apply to all 
qualifying individuals, whether amateur or 
professional, regardless of how often they 
may have sold their patents. The section is 
not applicable to any other purchaser or 
assignees.” 


any such creator 
subsection 


section 


The tax lawyers will desire to know just 
what is meant by each of the expressions 
“actual reduction to practice’ and “con- 
structive reduction to practice.” The latter 
is simpler to explain. It means the filing 
of an application in the United States 
Patent Office,” or the filing of an appli- 
cation in certain convention countries abroad, 
followed within 12 months by the filing 
of a corresponding application in the United 
States.” Under Section 1235, the time of 
such filing in relation to the acquisition of 
the interest in the patent is not a factor in 
qualifying as a “holder” one who pays a 
consideration in money or money’s worth 
to the “creator” of the property. The criti 
cal time is when the invention “actu 
ally reduced to practice.” The authorities 
succinctly actual reduction to 


was 


define an 
practice as follows: 


“An invention is reduced to practice when 
the inventor's embodied in 
such form as to render it capable of practi- 
cal and successful use. 


conception is 


Thus a process is 
reduced to practice when it is successfully 
performed. A machine is reduced to prac 
tice when it is assembled, adjusted, and 
A manufacture is reduced to practice 
when it is completely manufactured. A 
composition of matter is reduced to prac- 
tice when it is completely composed.” ” 


used. 


Such simple statement of the expression 
“reduction to practice” is quite deceiving. 
The exact instant when an actual reduction 
to practice occurs is a most important fact 
to be developed by the parties in interfer- 
ence contests or in infringement suits where 
originality of inventorship is challenged. 
Consequently, there are countless decisions 
of cognizant tribunals which apply the 
general principles of reduction to practice 
to the particular factual situations 





18 2 Walker on Patents (Deller’s Ed., 1937), 
Sec. 204. 
46 Cited at footnote 15. 
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"69 Corpus Juris Secundum, Sec. 87; also, 
see work cited at footnote 15, Sec. 203. 
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sented. This, therefore, is an issue which 
the ‘Tax Court, in particular, will have to 
approach with caution.” 

Other questions which come to mind in 
perusing the definitions of a “holder” in 
subsection (b)(2)(A) are: 

(1) When must the disqualifying relation- 
ship of employer-employee exist? May the 
inventor accept employment with his trans- 
feree after making the transfer for consider- 
ation prior to actual reduction to practice 
of the invention, without affecting the 
transferee’s right to have his subsequent 
transfer qualify under Section 1235? Sup- 
pose the inventor was an employee at the 
time of invention, but the employer-em- 
ployee relationship was terminated before 
the actual transfer of “all the substantial 
right to” the patent to the employer. If 
such termination would obviate the dis- 
qualification of the employer-transferee, under 
the definition of “holder,” it is conceivable 
that employees might be discharged “for 
tax reasons.” Such pretransfer discharge 
would probably not work in a situation 
where the employer, by virtue of the terms 
of the employment contract, had already 
become the equitable owner of the rights 
in the invention and in any patent to issue 
in respect thereof; but it might work where 
the employer had only a limited shop-right 
before acquiring full rights in the invention 
from the employee. 


(2) Is one who contracts with an inde- 
pendent contractor to have the latter invent 
disqualified from being a “holder,” or is the 


word “employer” to be taken in the sense 
that an actual employer-employee status 
must exist? 


Neither the statute nor the Senate Fi- 
nance Committee report is helpful in re- 
solving these issues. 


There is one last but important ques- 
tion, namely: Suppose a transfer does not 
qualify under the terms of Section 1235; 
how then is it to be treated? Might it not 
still qualify for capital gain treatment un- 
der prior case law? The language of Sec- 
tion 1235, in contrast to the language of 
the proposed section in the House print 
of H. R. 8300, does not accord the stated 
treatment to a transfer “if and only if” 
it meets the requirements of the section 
Moreover, the definition of “capital asset” 
in Section 1221 does not exclude patent 
property or rights. 


It will undoubtedly be contended that a 
transfer failing to qualify under Section 
1235 is open to treatment in accordance 
with principles laid down by the authorities 
under prior revenue acts and the 1939 
Code. U this is the case, then Section 1235 
has simply settled certain issues in certain 
defined situations (but in so doing, it 
appears to have introduced the new and 
different issues discussed above). Outside 
of these defined situations, however, the 
law remains unchanged—except insofar as 
the courts may look to the scheme of Sec- 
tion 1235 for aid in divining Congressional 


[The End] 


intent under prior laws. 


A CITATION TO THE ADMINISTRATION'S TAX RECORD 


“This Administration has been dedi 
cated to the policies of economy in 
Government, tax reduction, and a sound 
dollar ‘ Last year taxes were cut 
$7.4 billion, the largest dollar tax re- 
duction in one year in our Nation’s 
history This tax reduction cushioned 
the impact on the economy of the sharp 
reduction in Federal spending 


“The tax revision law helped millions 
upon millions of taxpayers who had 
been plagued by unjust and unfair 
hardships for many, many years 


“The tax revision law sought to help 
permit the economy to expand and 


provide more and better jobs. The par- 


* For example, Zdward C. Myers, CCH Dec 
14,992, 6 TC 258 (1946), nonacq., 1950-1 CB 7. 
The evidence recited by the court showed -only 
a complete conception and not, as was assumed, 
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tial relief of the double taxation of 
dividends is one of the provisions which 
help stimulate the investments which 
make jobs. The more flexible allow- 
ance for depreciation also stimulates 
the replacement of outmoded equip 
ment and the building of more efficient 
plants, which lead to more jobs and 
the production of better goods 


“We must continue in the future to 
eliminate other hardships in the tax 
laws as well as remove additional 
barriers to economic growth whenever 
our financial situation will permit the 
tax loss involved.”—Marion B. Folsom, 
Under Secretary of the Treasury, before 
the Women’s National Republican Club. 





a reduction to practice; that is, no track was 
actually manufactured and tested by the close 
of 1929. 
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factors would have rendered the transaction 
a license and not a sale and, therefore, not 
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Developments in 


Discrepancy Exists Between the Tax 
Treatment Accorded to Patents 


and That Accorded to Copyrights 


Tax Law 


Affecting Copyrights in 1954 


By HARRIET F. PILPEL 


N 1787, the United States Constitution 

gave the United States Congress power 
“To promote the Progress of Science and 
useful Arts, by securing for limited Times 
to Authors and Inventors the exclusive 
Right to their respective Writings and Dis- 
(Article I, Section 8). In 1954, 
Congress, acting under that same Constitu- 


” 
coveries 


tion, completed a process begun several 
years before of legislating in the tax field 
against copyright and in favor of patents. 
In the opinion of the legislators, especially 
favorable tax legislation is needed to give 
When au- 
thors achieve a favorable tax result, how- 
a loophole that 
must be plugged at once. Apparently, au 
thors don’t need incentives the way in- 
ventors do; or, alternatively, we as a nation 
do not particularly value what they have to 
contribute. Either way, Congress has in 
the tax field reformulated the policy in- 
herent in the Constitution and has reached a 


inventors adequate incentive. 


ever, Congress sees only 


rather strange and alarming result: ‘The 
concrete and utilitarian products of thought 
—that is, inventions—are singled out for 
The vehicles of thought 
magazines, newspapers 


special tax favor. 
itself—our books, 
and scientific journals, our works of art 
and of music—are relegated taxwise to 
a least favored position in our economy 
It must be remembered that it profits an 
author very little to have “the exclusive 
right” to his writings if the proceeds of 
that “exclusive right” are taxed out of his 
hands as soon as they are received. 
Under our national tax scheme, involv- 
ing as it does sharply graduated income 
tax rates applicable to personal earnings, 
the best way inventors and authors can 
hope to keep an appreciable portion of the 
financial fruit of their labors is by a capital 





Copyrights 





In the Internal Revenue Code of 


gains theory. Generally speaking, they are 
apt, while working over long periods of 
time, to have no income at all and then to 
realize a considerable sum in one year. 
Congress has for some time evidenced some 
awareness of this fact by enacting the so- 
called sections of the Code, 
discussed although 
wedge was driven in 1954 between patents, 


spread bac k 
below, even here a 
on the one hand, and copyrights, on the 
other. But most importantly, authors and 
inventors are best assured of a fair return 
on the assets they create if their creations 
can, at least under some circumstances, be 
regarded as capital assets, the proceeds of 
which, coming in as they do, sporadically 
and after long periods of financial drought, 
are taxed at 25 per cent capital gains rates. 
In 1950, Congress moved against copyrights, 
excluding them from the definition of capital 
assets when in the hands of their creators 
or anyone whose cost basis is the same as 
that of their creators (that is, donees). This 
was the purport of the so-called Eisenhower 
amendment (Section 117(a)(1)(C) of the 
1939 Code). Until September, 1950, neither 
professional inventors nor professional au- 
thors could claim capital gains treatment 
on the disposition of their products; they 
were disqualified not because of the nature 
of the property, but because it was con- 
sidered that the disposition of such property 
was “in the regular course of their trade or 
business.” Amateur inventors and authors, 
however, were able to get capital gains treat 
ment—and did. So did the donees of 
professional authors and inventors—the de 
pendents, for example—to whom they often 
assigned their creations for just this tax 
At least they did until our most 
famous amateur writer—then General, now 


reason. 


Kisenhower—sold his memoirs 
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erties exist and can occasionally claim 
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for a lump sum on a capital gains basis. 
The immediate reaction of Congress was 
that was a loophole that must be 
plugged. From September, 1950, on, there- 
fore, neither professional nor amateur au- 
thors could get capital gains treatment for 
their writings; amateur inventors and the 
professional inventors (that is, 
wives, children, other close relatives 
or friends to whom they gave their inven- 
tions) still could. 


here 


donees ot 
their 


The trend thus begun reached its logical 
culmination in the Internal Revenue Code 
of 1954 where, for the first time, professional 
as well as amateur inventors were accorded 
by statute the preferred capital gains status 
for the proceeds of the sale of their in- 
ventions. The circle is complete—no au- 
thor, amateur or professional, and no donee 
of any author can today claim capital gains 
treatment (The 
Eisenhower 
1221 of the 
All professional and amateur 
are entitled to such treatment 
under Section 1235 of the same Code. The 
only persons who today can have a copy- 
right 


for the sale of his works. 
provisions of the 
amendment 
1954 Code.) 
inventors 


sO called 


appear as Section 


regarded as a capital asset are the 
estates of deceased authors and those who 
acquired from 
These two groups 
thus have a different cost basis. 


have copyrights 


a consideration. 


someone 
else for 


Since the special capital gains treatment 
accorded to patents under the new Code 
was the most striking tax development in 
the patent-copyright tax field during the 
calendar year 1954, it may be worth some 
discussion. Also, it is hoped by those in 
terested in protecting and fostering copy 
right property that provisions like those 
made applicable to patents by Section 1235 
of the Code will be enacted with reference 
to copyrights. Under the new Code provi- 
both professional and amateur in- 
ventors may attain capital gains treatment 
of the proceeds of their disposition of their 
patents. 


§10n, 


This is so even though the pay 
spread over a period coterminous 
with the transferee’s use of the patent or are 
expressly made contingent on the produc- 
tivity, disposition of the patent. 
Under the latest rulings and most of the 
recent cases as they stood prior to the en- 
actment of Section 1235, either of 


272 


ments are 


use ofr 


these 
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factors would have rendered the transaction 
a license and not a sale and, therefore, not 
subject to capital gains treatment even if the 
seller was a so-called amateur or the donee 
of a professional inventor. (Mim. 6490, 
1950-1 CB 9. See, also, Bloch v. U. S., 52-2 
ustc 7 9551, 200 F. (2d) 63 (CA-2).) 


Notwithstanding all of the above, there 
are some few conditions attached to the 
applicability of the new Section 1235. To 
qualify, the sale must be by the individual 
whose efforts created the property or by an 
individual who acquired his interest from 
the inventor for a valuable consideration 
prior to its reduction to practice and who 
is not the inventor’s employer or any re- 
lated person as defined in Section 267(b) of 
the Code (except for 
of the inventor). 


brothers or sisters 
According to the report 
of the Senate Finance Committee, this 
latter group was intended to comprise 
“those individuals who contribute financial- 
ly toward the development of the invention.” 
The benefits of the section, incidentally, are 
not available to nonresident aliens, but they 
do attach to the transfer of an 
interest in a patent 
the patent is issued. A patent transaction 
does not lose its capital gains status by 
reason of the fact that the seller retains a 
security interest (vendor’s lien) nor by 
provisions for forfeiture and reversion in 
the event of default. the 
proceeds of transactions consummated in 
tax years prior to 1954 but payable there- 
after fall under the section, and the benefits 
of the new law are mandatory where they 
apply. In other words, it would be very 
difficult indeed, today, to set up the sale of 
a patent interest by the creator of the patent 
which wouldn’t qualify for capital gains 
treatment, even as it is impossible to set up 
a sale of a copyright interest by the creator 
of the copyright that would qualify. The 
contrast is startling: on the one hand, a 
statute (the Eisenhower amendment) which 
precludes copyrights from being maximized 
on a capital gains basis in the hands of those 
who create 


undivided 


either before or after 


Furthermore, 


them; on the other, a statute 
(the new Code) which accords capital gains 
status to the proceeds of the transfer of 
patents by their creators almost 
exception. 


without 


The final ironic touch to the discrepancy 
now existing between the tax treatment ac- 
corded to patents and that accorded to 
under existing law is to be 
found in the recent Revenue Ruling wherein 
the Treasury accepts at long last the theory 
of the divisibility of copyright. Until re- 


copyrights 
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In the Internal Revenue Code of 
1954, for the first time 
professional as well as amateur 
inventors were accorded by statute 
the preferred capital gains status 
for the proceeds of 

the sale of their inventions. 


cently, the courts held—and the Treasury 
Department ruled 
could under 


that even if copyrights 
some circumstances be re 
sold, 
taxed at capital 
gains rates), this was so only if the entire 
copyright—or an undivided interest in the 
entire copyright 


garded as capital assets (so that, if 


their proceeds would be 


was disposed ot, Any at 
for example, 
picture rights, the publication 
rights or the like—would, no matter how 


absolute or permanent, be regarded as a li 


tempt to transfer anything less 
the motion 


cense merely and the income therefrom as 
ordinary—not Now 
that amendment 
copyrights do not qualify 


treatment in the 


( apital 
under the 


ail income 


Eisenhower 
for capital gains 
hands of their creators, 
professional or amateur, or in the hands of 
anyone having the same cost basis as their 
creators, the Treasury has seen fit to accept 
the rationale of recent cases on the subject 
and for the first 
divisibility of copyright: 
I. R. B. 1954-39, 10. Adopting the rational 
of the Kathleen Winsor-forever 
ase (Herwig v. U 5. 52-1 ust q 9351, 105 
F. Supp. 384 (Ct. Cls.)), the Treasury De 
partment now holds that a 


right to exploit a 


time rule in favor of the 
Rev. Rul. 54-409, 


Amber 


exclusive copyrighted 
work in a particular medium of publication 
for the whole life of the copyright transfers 
a property interest and will no longer be 
considered a license, for the reason that the 
entire copyright was not transferred In 
other words, if a copyright proprietor could 
get capital treatment 


enormous tf, as we 


gains otherwise (an 


have seen), he would 
no longer be disqualified by the fact that he 


chooses to sell the 


rights in only one 


medium 


This divisibility ruling is, of course, some 
thing of a Pyrrhic victory; the only people 
who can take advantage of it capital-gains 
wise under existing law are, as stated above, 
the estates of deceased authors (small com 
fort to those still living) and those who see 
fit to purchase 


literary rather 


than create such properties or receive them 


properties, 


as gifts. That purchasers of literary prop 
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grant of the 


erties exist and can occasionally claim 
capital gains treatment is shown by two 
cases decided by the courts in 1954. In 
Fred MacMurray et al., CCH Dee. 19,928, 


21 TC 25 (1954), the Tax Court held that a 
motion picture actor who purchased a story 
ior sale to a corporation which, it was ex 
pected, would produce a motion picture 
and starring the actor 
was not engaged in the business of purchas- 


ing and 


based on the story 


selling stories for profit Since, 
therefore, his cost basis for the story 


different from that of 


was 
its original creator, 
the story qualified as a capital asset and any 
gain resulting from its sale was capital gain 
In a similar situation, a radio commentator 
was tound to have had a capital loss on 
literary sold 


19,906, 


properties he purchased and 
at a loss (James M Fidler, CCH Dee 


20 TC 1081 (1954)). The MacMurray case 
reflects a popular mode of dealing with 
literary properties in Hollywood today, 


available to Stars, directors, etc., but not to 


the creators of the properties 


It is difheult to see how any concession 
to the only two groups of people who can 
today claim capital gains treatment for copy 
rights (that is, purchasers of such property 
and estates of deceased authors) can in any 
way operate as an incentive to living authors 
except perhaps as an incentive in the direc 
tion of giving up working—or living—en 
And even as to the two restricted 
categories of beneficiaries of the new Reve 
nue Ruling, the Treasury Department warns 
that, in the copyrights, unlike 
patents, the new ruling does not apply if 
the consideration for the sale of the copy 
right is measured by a 


ceipts from the sale, 


tirely. 


CASE ot 


percentage of re 
performance, exhibition 
or publication of the copyrighted work, is 
measured by the number of copies sold or 
performances given, or is paid for over a 
period generally coterminous with the gran 


tee’s use of the work 


Actually, this new 


divisibility ruling of 


the Department was foreshadowed in a 


number of unpublished rulings previously 


made in specific cases to the effect that the 
transfer of the rights to exploit a copyright 
in any one recognized medium of publication 
would, unless 


ruled out for 


some other 


considered a sale and not a 
Such a where, 
for example, an estate had transferred to a 


publisher 


reason, be 


license 


ruling had issued 


all publication rights in a work 


Although the new divisibility ruling is 
not helpful to copyright owners insofar as 


they are seeking to establish a capital gain 
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( because can’t claim a 


capital gain in any event), the ruling may 
be ot i 


copyright owners 


assistance to copyright owners, in 
general, just the same By reason of the 
ruling, they should be able to shift the in- 
cidence of income from the exploitation of a 
copyright in any one specified medium to 
other Until the 
ruling was handed down, there was at best 
uncertainty in the law as to 


someone than themselves. 
whether an 
author could, by transferring, say, the mo- 
tion picture work to someone 
else outright and forever, effect also a trans- 
fer of the rights to that 
other purposes. Actually, 
in at least one case, the Treasury Depart- 
ment had ruled that where the author of a 
novel transferred the dramatic production 
rights in the novel to a philanthropic founda- 
tion, the income 


rights in a 


income on those 
person for tax 


attributable to such rights 
foundation and not to the 
However, the decided cases were 
not clear; the helpful 


was income to the 
author 


new ruling is 


very 
in this regard 


If, however, an author 
from himself by an assign 
of part of a copyright under the new 
ruling—or under the old which did 
permit of such assignments of an entire 
copy an undivided interest in an 
entire copyright—he 
do it right If, for 
the motion 


proposes to shift 
mcome away 


ment 


law, 


right or of 
must be very sure to 
example, he transfers 
rights and a contract 
find himself in the 
unenviable position of having made a trans 
fer subject to gift tax 
laws, 
hift the 
flowing trom the rights This is what 
happened in Sax Rohmer, CCH Dec. 20,242, 
21 TC _ No. 123 (1954), where the court 


held that becaus« 


picture 


for their sale, he may 


under the gift tax 


which is nonetheless ineffective to 


incidence to the donee of the in 


come 


a sale of serial rights had 


been made by the taxpayer before he as- 
interest in the work as a 
had made a taxable 


nonetheless not 


signed a one-half 


whole to his wite, he 
relieved of 


income tax liability on the total proceeds or 


gift but was 


the serial rights Insotar as these were 


concerned, because the 
to the assignment of the 
the assignment was held to be 
assignment ot 


contract was mad 


priot half interest, 
merely “an 


anticipatory income 


1954—or at least 
other 


benefit to the tax beleaguered 


1954 
some 
One 


1953 and 
developments of 
author 
involving 


The year 

aw two 
of them, a court case insurance 
agents’ commissions, in effect puts its bless 
ing on the kind of spread-forward of income 
arrangement which is of equal advantage to 
patent 
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and copyright owners—except of 
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course that patent owners in the light of the 
new law do not need it to the same extent 
as do copyright owners. The other, the 
amendments to existing statutes permitting 
spread-backs, while beneficial to copyright 
owners are even more so to patent owners 
Thus, here, too, the inventors of things 
come out way ahead of the j 
ideas. 


inventors of! 


Oates v. Commissioner, 53-2 ustc ¥ 9596, 
207 F. (2d) 711 (CA-7), involved a general 
agent of a life company. His 
original agency contract provided that he 
would receive 


insurance 


commissions on renewal 
premiums as they were collected during the 
nine-year period following his retirement 
In the normal course, under this contractual 
provision, he would have received a large 
sum the first year after he retired and 
lesser amounts during the following eight 
years. In March, 1944, at the request of 
the general agents of the particular company 
involved, an amendment to the contract 
was entered into whereby the commissions 
were payable at the election of each agent 
in fixed monthly installments over a period 
of 180 or fewer months regardless of when 
the premiums were collected. 


Three days 
before his 


retirement, the 
elected to receive 


taxpayer-agent 
his renewal commissions 
under the amendment at the rate of $1,000 
a month Che Tax Court sustained the ar 
rangement, holding that a bona-fide agree 
ment deferring payments due under a prior 
contract is effective taxwise if entered 
before the date on 


were to begin 


into 
which the payments 
This result was affirmed by 


the court of appeals even though, so far as 


appears, there was no new consid ration tor 
the amendment to the J 


contract Unless 
the copyright jinx forces a distinction, this 
should be very helpful 

proprietors who choose to be 


case to copyright 

paid 
fixed sums or percentage royalties in equal 
installments of not more than $X a month 


sO long as 


either 


or a year tor there is money 


coming in 

As previously stated, patent owners also 
might take advantage of the Oates decision, 
although their preferred position on capital 


is so much better 
for them that they'll rarely have 


gains under the new law 


to turn to 
spread-forward arrangements under which 
income is after all taxed at regular income 


rates 


Copyright and patent proprietors may 


also want to bear in mind in planning their 
contracts the case of Fox v. Commissioner, 
55-1 ustc $9130 (CA-3), aff’'e CCH Dec 
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Unless authors decide io and can 
make Congress respond to their tax 
problems, at least to the same 
extent as inventors have, the author 
advises them to turn their 

pens into plowshares—and fo patent 
the latter at once. 


19,913, 20 TC 1094, which, in line with 
prior cases, holds that dividends on savings 
and loan association stock payable on De 
cember 31 are not income to 
cipients until the next 
receiy ed 


their re 
year when they are 
publisher or motion 
picture company mail a check on Decembe: 
31 can avail to split the amount 
by the 


tween 


Having a 


received 
seller of literary property as be 
two years without the 


any contractual modification 


necessity lor 


As far as spread-backs are concerned, the 
old Section 107, which is now Section 1302, 
of the Code is unchanged as to copyright 
that they may 
back if the work takes 24 months or 
A 36-month working period from start to 
finish was required under the old law. The 
Same 


proprietors except spread 


more 


is true for patents, except—and there 


seems always to be a beneficial exception 


where they can 


spread back over five years; copyright own 


patents are concerned 


ers are still restricted to a three-year spread 
back former Section 107. 


One 


as under the 


other development affecting copy 
right law which bears mention here tool 


1 | } 
place in late 1953: the 


President 


his as yet unwritter 


obtaine d 


ruling 
by former 


lruman on the sale of 
| 


memoirs to Doubleday 
& Company for a price reported to be 
neighborhood of $600,000 (Rev. Rul 
I. R. B. 1953-22, 7) The sale as 
held to fall within the provisions 


on $4(b) of the 1939 Code, which, 


in the 
234, 
carried 
was 
ance, pr vided as l vs In the 

a casual ale of pers ial property 
s of $1,000, if the 
payment does not exceed 30 per cent of the 
price, the 


or < I in exce Initial 


selling taxpayer may return as 


income in any taxable year 


t! at proportion 
installment actually re 


pront 


payments 
which the 


which is to be realized 


| + 
in tha 


t 
| (or 


ycal 


gross 
realizec whet 


payment total 


1S completed) bears to the 


contract price Phe 


installment sales pro 
Code (Section 453) is 
except that it cor 
a liberalization not here material. The 


vision in the new 


substantially the same 


tains 


Copyrights 


obvious advantage ot the 


that 
where it is complied with no question of 
constructive or 


section 18 
anticipatory receipt can be 
raised even though the final price is definite 
ly agreed to 


In years 
1954 Code, proprietors, vainly 
seeking an entry through the door of capital 
gains, sought in a variety of 


prior to the 
copyright 


enactment ot the 


ways to vest 
the ownership of their copyrights in corpo 
rations and partnerships. Subsequent sales, 
it was hoped, would be accepted as sales of 
corporate stock or partnership interests and 
thus would not be disqualified from capital 
gains status by the Eisenhower amendment 
or (before that) by the ordinary trade or 
business or nondivisibility Much ot 
this approach was sealed off by prior reve 
nue acts which knocked out the so-called 
corporations (in 1950—at the 
time that the Eisenhower amendment 
was adopted) and set up high surtax rates 
for personal holding companies 


rules. 


i ollapsible 


Sami 


However, 
the route of the sale of partnership interests 
still to be open Indeed, in 1954, 
reiterated the rule (by then 
that the sale of a part 
nership interest resulted in capital gain 
(See Meyer v. U. S., 54-1 { 9408, 213 
F. (2d) 278 (CA-7); Snow et ux. v. U. S., 
53-2 ustc § 9530 (DC Ida.).) But this rule 
exists no more—at least as far as copyrights 

Under the 1954 Code (Sec 
751(a)) the sale of a partnership in 
terest generally continues to be treated as a 


sale of 


seemed 
several cases 
well established) 


USsTC 


are concerned. 


tion 


a capital asset resulting 
gain attributable to 


ceivabl 3” or 


in capital 
gain, but “unrealized re 
“substantially appreciated in 


ord nary 


ventory” is taxed as income 
defined to include all 
other than capital assets or “prop 
erty used the trade or business of the 
This latter includes copyright 
property in the hands of its 
creato t transtere¢ ho inherits the 
1231(b)) That 
as lar as capital 
partnership ownership 


“Inventory items” are 


nro rt 
property 


taxpayer 
Or similar 


creator s 


would 


galhs 


(Section 
seem be that, 
treatment ot 
oft literary property 


assets 1 concerned 


Lhe Ve: 54, prior to the 
the new 


enactment 
United States Gov 


Code, saw the v 
ernment cracking down on another segment 
of the population 


and motion 


concerned with literary 


picture endeavors The 
to be that 


payer while he 


rule 


income earned by a tax 


was out of the United States 


for 17 of 18 consecutive months was exe mpt 


from United States federal income taxatio1 


However, the spectacl particularly of mo 


tion producer 


bess 
picture writer directors 
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and thus able to 


who were 


tates 


stars avoid pay 


ing Lnited income tax—proved too 
early in 1954, limited the 
m to the first $20,000 of such earned 
ncome [his provision is carried over into 


Code (Section 911(a)(2)) 


muct Congress, 


xe miptr 


that the 
things and not 


is interesting to note patent 


yners who deal with with 


ords have somehow been able to convince 


uur lreasury 


policymakers that they 


Department and legislative 


must, for the com 
mon weal, be accorded special capital gains 
Yet the 


pencil, the 


tax treatment wielders of the 


pen and artists 
totally unable 


to talk or write themselves out of a specially 


authors, and 


music Composers have been 


disadvantageous tax position, It is appar 
ently believed that their importance to the 
velfare of the state as a whole is so slight 
should 


indifferent, but ac- 


that the tax 


laws as to them 


con 
tinue to be not 
tuall as opposed to the incentive 
taxation deemed necessary for 
thei 


merely 
deterrent, 
patent own 
fault Why 


clamor—for 


er Perhaps it’s own 


don't they speak up—in fact, 


fair treatment? If, after the decisive beating 
1954 Code, 
notice, perhaps 


1955 


them by the 
take 
what they're 


administered to 


don’t sit up and 


{ 


they 
} 
I 


ev deserve getting In 
and from then on until their end is achieved, 
all prote ssional associations ot writers, 
artists and music composers would be well 
advised to behind 
equal 


owners ot patented 


marshal their members 


a simple demand for tax 
with that 


property 


treatment 
acct mrded the 


Copyrights and patents were considered 


in the same category by our founding 


fathers The copyright clause in the Con 


stitution and the copyright laws which have 
flowed from it proceed on the assumption 
should be 


ther 


that authors assured of a fair 


return on thus be en 
But what 


protected 


writings and 
couraged to 


good 


continue to write 


does it do an author to he 


im his right to get a big price for his 
if most of that price is 
hands? His 


inventor, 


work 
immediately taxed 
out of his favored col 
keep all but 25 
Actually, there are 


still a number of things an author can do 


more 
league, the may 


per cent of his profit 


by contract, spread-forward arrangements, 
and perhaps by skillful use of the partner 
ship or corporation form of doing business 

to reduce his tax burden in the 


during 


years 


which he is 


successful, so that he 


can carry over some reserve into the 


years 
But if 


persists, 


when he makes little or no money 


the present attitude of Congress 
even the few 


probably be 


remain will 
systematically sealed off. Ap 
parently, our Senators and Representatives, 
in their anxiety 


approaches that 


to foster the development 
this 
much 


of offensive and defensive weapons in 
age Of the atom, have torgotten that 


of invention is knowledge 


based on the 
contamed in writings which are the subject 
of copyright rather than patent 
well be that our 
is, im the 
“the 


the know-how of 


Moreover, 
it may greatest need today 


Adlai 


ethics to catch up 


words of Stevenson, for 


know-why of with 


here our 
help comes from what has been known and 


science” and 
thought and is reflected in writings and the 
being 
really 
gadgets more 
that, like 


children gong barefoot, the wield 


arts, not from what has been or is 


tangibly produced. Is it that we 
value things more than words, 
than concepts? Or is it shoe 
makers’ 
ers of words have not used them to persuade 
Congress of their importance and of the 
their creators. Un 


make 


problems, at 


financial necessities of 


less authors decide to and can Con 


their tax 


gress 


least 


respond to 
to the same extent as inventors have, 
thei 
plowshares—and to patent the 
Only the rest of us 160 
would be the losers 


[The End] 


they would be well advised to 


turn 
nto 
latter at 


million 


pens 

once 
Americans 
thereby 


THE LEFT HAND DOESN'T KNOW 


Up-to-date facts on the close re 


lationship between income tax report 
business records are 


- 
good 


Wig and 
highlighted in a new management 
Small 


book 


publication published by the 


Business Administration. The 
let says 

“Under certain circumstances, pre 
received by a 


method of 


paid income taxpayer 


using an accrual account 


ing may now be reported and taxed as 


earned, generally over a period not to 
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exceed six years including the year ot 
receipt of payment. Formerly prepaid 
income received in advance for the use 
ot property in 


rent), or tor 


future years (such as 


services to be rendered 
had to be 
year received.” 


This be " iklet 


the Congressional 


later on, reported in the 


has been issued while 
furor is going on 
about the necessity to repeal Sections 
452 and 462. See “Washington 


Talk,” which begins at page 245 


Tax 
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The Proposed Percentage-of-Completion 
Method Will Equitably Serve the Needs of 


Both the Commissioner and the Taxpayer 


Tax Accounting 


for Long-Term Contracts 


By STANLEY P. WAGMAN 


Mr. Wagman is with the Appellate 
Section of the Tax Division, 

United States Department of Justice, 
Washington, D. C. The views expressed 
in this article do not necessarily 
reflect those of the Department of 
Justice or of the Tax Division. 


‘THE VERY WORDS “long-term 

tract” suggest a practical inability, ordi 
narily, to determine in 
period the net profit or loss 
such an agreement. The term is generally 
applied to the arrangements entered 
by “heavy 
capital 


con- 


any one taxable 


realized on 


into 
engaged in 
and 
specific meaning for tax purposes 

ing, installation or 
that will 
from the 


contractors’ —those 


improvement projects- has a 
a build- 
construction contract 
extend for 
date of 
final completion. See Treasury 
118, Section 39.42-4. There are two impor 
tant characteristics peculiar to contracting 
enterprises. First is the 
portance of individual transactions 
is a time element which 


it advisable to abandon 


than 
execution to the 


more one year 
date of 


Regulations 


accentuated im 
Second 
sometimes makes 
fixed accounting 
adopt the period of contract 
operations as the accounting base. Both 
conditons lead to the substitution of specific 
job accounts for the 


pe riods and to 


revenue, cost and ex 


pense accounts of the ordinary enterprise 


It is of prime importance—both to com 


ply with the express mandate of the Code 


and to be that the drawn 


secure statistics 
'See D. L 


540, 542 


Wheelock, CCH Dec. 3508, 10 BTA 


Long-Term Contracts 


from the will 
guide for bidding, et« 


method 


accounts reliable 
accounting 
adopted be consistently used 
clearly reflect income. See Internal Rev 
enuc Code or 1954, Sections 441, 446 How 
ever, the two standard accounting methods 

cash and 


serve aS a 
that any 
and 


accrual recognized 
Code 


long-term 


and ap 
proved by the 
when applied to 


can work hardship 
and, 
hence, do not comply with the spirit of the 


Code’s 


contracts 
general rules 
methods See 
461 It 


rules” 


regarding accounting 
Sections 446, 451, 454 and 
seems implicit in 
that they 
ship to the 


“ceneral 
are designed to avoid hard 
taxpayer 


these 


while providing the 
with a measure of 
subject to taxation; that 


which is 


government true income 


any system regu 
suitable to the 
taxpayer's particular needs may be 
able; and that faith and standard 
accounting practices will serve as additional 
tests of acceptability. That this attitude is 
especially applicable to long-term contracts 


can be 


larly employed 
accept 


good 


seen in the opening statements to 
Regulations 118, Section 39.42-4, concerning 
the period when gross income is to be re- 
ported will be taxable for the 
period in which it is “determined,” 
determination depending upon the 
and terms of the particular contract 

the regulations 
sions which 
specified 


Inc ome 
such 
nature 
Thus, 
provi 
under 
methods 


have long included 


give certain taxpayers 
alternative 


income 


conditions 
of reporting 
completion” 


two 
gross “percentage ot 
They 
are to serve as permissive optional methods 
to be used where the procedure regularly 
followed clearly reflect 
is, as a result, oppressive to the 


and “completed contract.” 


cannot income and 


taxpayer.’ 





This policy was not a cure-all. Instead, 
these regulations were viewed as the touch- 
stone for a rash of widely divergent take-offs 
whose only justification 
The field was in a 
when a 


elect 


was consistency 


state of confusion 
taxpayer was able to successfully 
these optional methods for contracts 
that did not satisfy the bare 12-month re- 
quirement of the regulations or could avoid 
the further explicit requirement of submit 
ting an architect’s or engineer's certificate 
along with the return. The Commissioner’s 
attempts at bringing order out of confusion 
generally stood or fell with the adminis- 
trative or judicial finding that the method 
employed was and 


flected 


consistent clearly re 


income 


Making 


revenue 


administration of the internal 


throug! 
numerous exceptions to precise rules is, in 


laws unwieldy and costly 


and of itself, serious; but the related conse 


The 


ac cording to ae 


quences are of even greater concern 


deviant not, 


systems do 


cepted and prescribed accounting methods, 


truly reflect income. Each digression paves 


the way for another and possibly greate 


one, and the combined effect on the public 
revenue 


can be considerable. 


preoccupation of the 


Thus, the 
with 
has enabled damaging misfits to slip 


courts consist 


ency 


by into the realm of precedent 
this 


Therefore, 


patchwork must be 


examined, dis 
carded and replaced by a new whole cloth 
that will serve the needs of the 
ment and the 


govern 
long-term contractor 


Long-Term Contract 
Problems of Record-Keeping 
from Problems of Performance 


Che long-term construction contract is in 
the nature of a venture,’ 
that profit or 
mined until completion 


and it is often felt 
cannot be deter 
Practically all long 
term contracts provide for progress payments, 
but these should generally be considered 
as nothing more than advances to the con 
tractor to aid in financing the project.* Any 


final loss 


See, for example, W. F. Trimble and Sons 
Company, CCH Dec. 12,937, 1 TC 482, 483 

‘See Rolnik, ‘‘Tax Problems of Construc- 
tion Contractors,’’ Proceedings of New York 
University Ninth Annual Institute on Federal 
Taxation (1950), p. 925 

* ‘Accounting Concepts of 
ants’ Handbook (3d Ed., 1952), p. 118 

*See, for example, Burnet v. Sandford and 
Brooks Company, 2 ustc { 636, 282 U. S. 359, 
where the taxpayer, carrying out a contract for 
dredging the Delaware River, encountered com- 
pletely different bed material than that con- 
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Profit,"" Account- 


number of untoward subsequent events can 
completely nullify 
and result in an 


prior recorded profits 
over-all losing venture 
Therefore, the view is often expressed that the 
contract, and not the calendar period, should 
be significant and that special accounts for 
each project should replace the standard 
real and nominal accounts. However, it 
has been suggested that the use and reliance 
upon job accounts, to the exclusion of the 
usual profit-and-loss accounts, should be 
determined by the circumstances within 
each business. A contractor supplying a 
large number of individual, moderately “sales 
priced” services, for example, should not 
dispense with the ordinary revenue ac 
counts. But one formed for the sole pur 
pose of constructing a tunnel or 
that will take a 
plete, or one having only a few large jobs 
in process at any One time, would not find 
the usual sales, cost and expense statistics 
adequate. 


highway 


number of vears to 


com 


Thus, the heavy-construction contractor 
generally prefers the special treatment pro 
vided by the regulations to the strict cash 
or accrual methods of accounting. The 
would require actual out-of- 
expenses along advances re 
from (which clearly do 
not give a true picture of realized income 
or profits) to be 
basis. 


cash basis 


pocket 
ceived 


with 
customers 
reported on an annual 
It is also felt that the percentage of 
profits realized in any interim period, for 
strict accrual purposes, cannot be accurately 
estimated in the special case of long-term 
contracts. Even where estimates are at- 
tempted, the taxpayer is dealing largely with 
the unknown and, especially in the case of 
subsurface contracts, the unpredictable.’ The 
long-term contractor then stands to run 
afoul of the inconsistent but generally 
stringent judicial and administrative view 
against allowing the accrual of contingen 
cies on the ground that such accruals do not 
clearly reflect income.” Howbeit that such 
a policy is in direct conflict with the expert 
accounting view that, in the case of long 
term contracts, liberal allowances for con 
tingencies should be made,’ it is still to be 


templated, with the result that actual expenses 
exceeded receipts on the contract price by ap 
proximately $160,000. 


*For example, Brown v. Helvering, 4 ust 
{ 1223, 291 U. S. 193; Josephs Company v. Com- 
missioner, 43-1 usre {§ 9496, 136 F. (2d) 410 
(CCA-5) ; Shapleigh Hardware Company v. U. 8 
36-1 usrc { 9124, 81 F. (2d) 697 (CCA-8). But cf 
American National Company v. U. 8., 1 vuste 
{ 226, 274 U. S. 99: U. 8. v. Chauncey P. Ander- 
son, 1 ustc { 155, 269 U. S. 422. 

' Kester, “‘Advanced Accounting,”’ 
ants’ Handbook, cited at footnote 4 


Account- 
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reckoned with.” It remains to be seen how 
the new treatment given reserves and de- 
ferrals in the Internal Revenue Code of 
1954 will be applied to ordinary business 
transactions—no less ones so questionable 
as long-term heavy construction projects 


Therefore, it has been suggested that 
contracts should be divided into two cate 
gories: surface and subsurface. In_ the 
former, it is urged, careful drafting and 
estimating can reduce risks to those of any 
normal industrial operation. It is with the 
latter type of operation that the contractor 
proceeds blindly. Where a contract is not 
attended by abnormal risks, the percentage 
of-completion basis can be used to recog 
nize profits includable in 
Where substantial 


the contractor’s 


earned 
risks are 


surplus 
incidental to 
performance, all realized 
estimated should be written off 
against the current year’s income, but esti 
mated profits, if any 


} 
1OSs as 


, should be stated sepa 
rately from earned surplus until completion 


The general rule as to the recognition, as 
receivables, of amounts due on contracts is 
usually stated as follows: Except insofa 
under the con 
matured as to make them 
causes of action, accountants will refuse to 
recognize them as Only two hap 
will such maturation: per 
formance of under the contract and 
arrival of a date, absent breach by the con 
tractor, upon which the money obligor has 
agreed to make a payment without 
ence to the progress of the work. In these 
latter cases, different principles may apply 
to the recognition of mcome than to the 
recognition of receivables; that is, the amount 
billed need not bear a direct relation to the 
amount earned. Thus, the usual tax a 
crual methods prove inadequate since they 
require contract amounts to be reported as 
income when received or as soon as a right 
thereto becomes fixed 


The regarding thi 
recognition of profits on uncompleted long 
term contracts seem plausible: When the 
portion of a contract has been per 
formed, a share of the profit can be deemed 
to have been earned, taking into considera 
tion known excessive 
work yet to be 


as rights to receive money 


tract have so 


assets. 
penings cause 


work 


refer 


following inferences 


greater 


costs to come on 


done. Where the greater 


* For example, Hudson, CCH Dec. 16,731, 11 
TC 1042 Wells Construction Company, CCH 
Dee. 12,410, 46 BTA 302, aff'd, 43-1 uste { 9311, 
154 F. (2d) 622 (CCA-6), cert. den., 319 U. S. 
771; Rice, Barton, and Fales Company, CCH 
Dec. 4884, 15 BTA 510, rev'd, 2 ustc {9 545, 41 
F. (2d) 339 (CCA-1). Compare Mead Construc 
tion Company, CCH Dec. 1165, 3 BTA 438, with 


Long-Term Contracts 


Commissioner wv. 
Company, 3 vst 
Patterson, CCH Dec 


portion is still to be done, no profit should 
be considered earned unless the greater bur 
den of cost for the unfinished work will be 
borne by other subcontractors. Moreover, 
it is to be expected that the progress-profits 
computed by individual contractors in the 
same line of work will vary greatly due to 
the diversity both in the contracts to be per 
formed and in techniques of estimating 


As an aid to uniformity in record-keeping, 
two general accounting methods have been 
suggested: The first embodies a theory of 
partial delivery of a “fixed sales price item” 
(applicable costs would be deducted from 
the fixed “selling price” and a profit to date 
would be determined); the second revolves 
about a “cost” approach (to costs already 
incurred would be added the estimated cost 
of completing the work, and then the bid 
price would be apportioned over both amounts 
to arrive at gross income attributable to the 
completed portion). 
fundamentally 


Both, apparently, are 


accrual theories attempting 
to arrive at a recognition of income earned 
and costs attributable thereto. The “selling 


price” method is recommended as 


being 
more akin to normal accounting procedures 
where amounts books 


statements and 


entered and 


verifiable 


upon 
definite 
character—as long as 
available to yield a reasonably reliable esti 
mate of that portion of the bid price which 
should apply to the portion of the contract 
completed as its The 
can be described as an equaliza 
device—reports equal the income on 
each segment of work done 
loophole for the 


have a 


historical data are 


“selling price.” “cost 
approach” 
tion 
This leaves a 
exercise of 
which accountants are 
skilled to 
Hence, the same line of reasoning regard 
ing “contingency” stumbling blocks applies, 
as indicated 


optimism in 


making estimates 


usually not sufficiently 


correct 


above 


Regulations and Accepted Procedures 
Thereunder: A Possible Solution 


The regulations 
nized this 


have 


dilemma and 


apparently 
have 


recog 
given express 
approval to two 


optional methods of re- 


porting gross income from long-term 
that will be accepted as 
the general rule of 


income 


con 
tracts satisfying 
reflect 
and 


having to clearly 
“nercentage-of-completion” 


Cleveland Trinidad Paving 
f 1006, 62 F. (2d) 85 (CCA-4) 
6403, 21 BTA 8, app. dis 
missed, 59 F. (2d) 1055 (CCA-G). The closing 
paragraph in Owen-Ames-Kimball Company, 
CCH Dec, 2018, 5 BTA 921, 929, flies in the face 
of rules regarding accrual of income in light 
of contingencies 
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“completed contract.” See 
39.42-4(a)(1) 


This special treatment is not new and has 


Regulations 118, 


Sections 39.42-4(a)(2) 


and 
without 

Zoth 
the accrual method and are permissive, not 
mandatory The option is limited to build 
ing, installation and 
period in 


obtained serious revision for three 


decades.” methods are 


variations ot 


construction contracts 


coveringg a 


excess of one yal 
from the date of execution to the date ot 
final completion and acceptance. The use 


of either method affect the tax 


accounting for other operations which must 
be recorded on the 


will not 


accrual 


The 


basic cash or 


methods adopted by the taxpayer 


provisions in both the Code and the regula 
tions for any method which clearly reflects 
income still state the general rule 

The percentage-of-completion and com 


pleted-contract methods have been subjected 
to certain qualitative evaluations. The latter 
has long been preferred because it is con 
servative and defers reporting the results 
of contract operations until completion on 
the grounds this 
truce expense, profit 
holds it 
estimates and 
reports of profits since the field is pregnant 


with unforeseen liabilities.” 


that only in 


Way can a 


picture ot and 


interim 


iIncolmne 


or loss, be presented view 


unwise to attempt 


However, lurk 
completed-contract 
that reporting 
may place the 
in a higher surtax bracket and at 
a possibly increased rate of tax 
reflected 
exceed 


ing within the 
are the 
total 
taxpayer 


method 
combined dangers 


income in one year 

Moreover, 
taken in 
income, thereby 
causing the taxpayer to lose the advantages 


loss is and 


loa net one 


year, it other 


may 


of taking losses in that year and prior years.” 


This criticism of the completed-contract 


method takes into consideration the avail- 
ability of regular net operating loss carry 
backs and carry-forwards. The imminent 
danger is seen, rather, im the fact that a 


loss lumped in a single year may reach the 
point where such deductions would 
to be of any real advantage 


cease 


In contrast, the percentage-of-completion 
method is gaining increased recognition be 
cause it reflects a steady flow of reportable 

This may than compensate 
for the conservatism and deferral under the 
completed-contract method where refined 
cost systems are in use and close cooperation 
exists between the 


income more 


percentage-of-completion 


* Bhret-Day Company, CCH Dec 
25, 31, traces Treasury 
back to 1921 

" See Condon and Horn 
Long-Term Contracts 30 
1952) 
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13,250, 2 TC 
Regs. 111, Sec. 29.42-4 


Tax Accounting for 
TAXES 37 (January 


formance and not the calendar That is 


Ye ° a A 7 a@ af 





accountant and the engineering departments 
Different problems are raised by the adop 
tion of this method 


income to be 


determination of gross 
recognized, and distribution 
of outlays as between those applicable to 
recognized income and those properly to 
be deferred. It has been the general prac 
tice of the Commissioner and the taxpayer, 
in this regard, to 


Statute oft 


execute waivers of the 
limitations so as to permit re 
opening of a return in the 
event that stated percentage-of-completion 
profits prove to be These pro 
neutralize most objections to the 
percentage-of-completion 
errors can be corrected. 


The 


except insofar as it may relate to inventory 
valuation, is not a 


prior year’s 
incorrect. 
visions 


basis, as interim 


“problem” of distribution of outlays 
necessary concomitant 
of the percentage-of-completion method as 
it is now in the regulations. All 


costs incurred in the current period, assum 


described 


ing a proper use of inventory accounting 


are to be taken as a deduction from the 


estimated percentage of gross income earned 


that period. Such a problem is more likely 
to arise in the case of a “true percentage 


of-completion method.” 


Concerning the problem of allocation, it 
has been suggested that a ratio of estimated 
or budgeted cost of the work ove! 
the total estimated cost is to be preferred 


done 


as against a ratio of costs actually incurred 
over total estimated 
incurred at a particular stage are unduly) 
high (see Scott, Accountants’ Handbook (3d 
Ed., 1952), page 120). A contrary view has 
been taken in the case of normal operations 
and outlays. 


costs where the costs 


Here it is contended that the 
most satisfactory ratio will employ “costs 


actually incurred to date” as the numerator 


on the grounds’ that income is a financial 
element. The argument runs that it is, 
therefore, less reasonable to accrue this 


element in terms of time or physical prog 
ress than in terms of the flow of costs (see 


Paton, Accountants’ Handbook, page 120, 
cited above) 
More or less standard accounting pro 


cedures have been suggested to implement 
the two optional bases. One 
is illustrated in a_ hypothetical 
contract for the 
length of 


such system 


situation 
involving a 
of a 


construction 


given sidewalk at a fixed 
"™ See Kaplan, ‘‘How to Establish and Oper- 
ate Accounts for the Small Contractor,”’ 91 
Journal of Accountancy 112, 113: and Rolnik, 
cited at footnote 3, p. 932. 
% See Accountants’ Handbook, cited at 
note 4, p. 119 


foot 
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The percentage-of-completion method 
is gaining increased recognition 
because it reflects a 

steady flow of reportable income. 


price per mile, payable periodically accord- 
ing to a fixed progress schedule. The entire 
project was broken down into stretches for 
production At the end of the 
first specific had 
completed and partially 
stretches hve miles 
were entirely completed and approved, that 
had and approved 
an additional five-mile stretch, and that 


purposes 
accounting 


costs 


period, 


been incurred for 


completed Assume 


concrete been poured 


on 


preliminary grading had been done on the 
balance of the job. The contract was for 
15 miles of pavement and the price was 


$40,000 per mile payable as follows: 50 per 


cent on a mileage basis after concrete is 
poured and approved; 40 per cent addi 
tional on a mileage basis after work 1s 


completed and final inspection is made; and 


10 per cent balance when entire job is 


( ompleted and approv ed 


Of four alternative treatments. one is 
found most acceptable recognition of in 
come in full on the completed stretch and 
on the basis of percentage of completion 


on the second stretch Acceptance is based on 


the grounds that this method is not un 
duly conservative under the circumstances 
since presumably costs yet to be incurred 
can be estimated without much difficulty, 


and final approval can be 
if work is 
the 


depended upon 
the 
restrict 


done according to terms ot 


contract and does 


billings 
to sections of the work completed and ap 


not 


proved. Estimated income on the uncom- 
pleted stretch is based on a ratio of actual 
costs incurred to date over total estimated 


costs per stretch 


The 


were as 


three other alternative treatments 
follows 
the 


entire job cannot 


(1) recognition of no in 
grounds that the cost of the 
be ascertained and that 
the project as a whole had not been accepted 
by the client; (2) 
income finished 


come on 


recognition of estimated 
work only; (3) recog 
nition of estimated income in full on finished 
work and percentage-of-completion 
basis on all work in process. The first treat- 
ment is criticized as being unduly conserva 
tive under the circumstances, and the second 


on 


on a 


“See Strain, ‘Contractors’ 
Journal of Accountancy 308 


Accounts,”" 71 
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because it amounts to restricting revenues 
to billings for sections of work completed 
and approved. This latter treatment might 


be accepted for a very large firm with a 
number of large projects under way. There 
is apparently no appreciable difference be 
tween the third alternative treatment 
that found to be most acceptable. In 
it approximates the 


completion method” 


and 
Tact, 
“true percentage-ot 


proposed below 


The usual accounting practices surround- 
ing the deferrals under the com 
pleted-contract method, had it been elected 
in the hypothetical case 
subject to criticism 


tract in 


wholesale 


just discussed, are 
A control account, con 
(debited), would be em 
ployed for the subsidiary expense accounts, 
and a completed portion of contract-in 
process account (credited) would reflect the 


process 


total estimated revenue accrued to dat 
from the contractor’s performance 

Under two possible treatments of the 
completed portion of contracts-in-process 


account, the account would first disappear 
by being closed out to profit and loss; or, 
alternatively, the account would appear, gross 
or net of deductions for costs incurred, 
Thus, 
where income and expense accounts are not 
out until the 
a balance sheet is 


them 


as an anomolous balance sheet figure 


closed project 
prepared 
Debits designated 
and credits are classified as “lia 


is completed, 
which merely 
reproduces are 


as “assets,” 


bilities.’ This is said to be inaccurate 
since the credit is not a lability nor ts 
the debit an inventoriable asset in the true 
sense of those terms Rather, the latter 


is characterized as a 
item should be 
said to be in 
a soth 
the that is, ac 
crued ‘profits on contracts in process, even 
if not recognized as earned, should be re 
garded as an element of net proprietor 
ship in the manner of an undistributed 
inchoate surplus (namely, capital stock issued 


“cost-of-goods-sold” 
the 
nature of a sales 
into the surplus 


which used to 
the 


should g£0 


modify 
former, 


account 


section of balance 


sheet; 


and outstanding) However, this line of 
reasoning would not apply if no partial 
billings were made or any entries included 


recognizing 
Then the 
properly apply to 
account It is 


gross income on uncompleted 


jobs iiventory 
the 


contended 


would 
contracts-in-process 

that 
calendar 


analogy 


recognition 
ot progress profits on a 
conflicts with the 


statistically 


basis in 
principle that the 
important period should be de 
the duration of 


no Way 


termined by 


contract pet 
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formance and not the calendar 
there is no difference 


That is, 
whether the esti- 
mated progress profit is incorporated into 
surplus or is left as a mere value difference 
between the income taken up in the credits 
to completed portion of uncompleted con- 
tract and the costs charged to contract in 
process. It is suggested that in the former 
case total estimated gross income from the 
contract should be stated, total costs ac- 
cumulated and total net profit arrived at 
in the exhibit dealing with contract profits. 
Income taken in previous periods may then 
be deducted to determine the net 
allocable to the current period 


profit 
The ques- 
tion remains, however, as to how closely 
the practices in the field conform to any 
such accepted or standard procedure 


Construction and Application 
of Regulations: 
Confusion and Undermining of Purpose 


Acceptable versions of the optional long 
term contract methods may well be in use 
by a great number of eligible taxpayers,” 
but repeated nonconforming versions are 
Although these lat- 
ter taxpayers may be acting in good faith 
and with consistency, a federal internal 
revenue law must be administered uni 
formly; and although reasonable exceptions 
are expected to nearly every rule, if ramp- 
ant, they will soon become “the rule.” Such 
flagrant inroads into the regulations have 
been worked by a long series of decisions 
that it is questionable whether they retain 
any real force and effect 


revealed by the cases 


The most precise and readily enforce- 
able provision in the regulations—that a 
long-term contract, for purposes of exer- 
cising the option, is one that extends for 
more than one year from execution to com- 
pletion—is the one most completely sub- 
verted. It is, to all intents and purposes, 
disregarded and merely given lip service 
in dicta.” The rule in the governing cases 
is based not on the length of time covered 


“For example, Bent, CCH Dec. 5883, 19 BTA 
181, aff'd, 3 uste 1 876, 56 F. (2d) 99 (CCA-9); 
Bent, 19 BTA 1356, aff'd, 56 F. (2d) 105 (CCA-9) 
(both cases involved the completed-contracts 
method) 

" For example, Jud Plumbing and Heating, 
Inc., CCH Dee, 14,573, 5 TC 127, 133, aff'd, 46-1 
ustc § 9177, 153 F. (2d) 681 (CCA-5); Robinson, 
10 BTA memo. dec. 885, 888. 

% Wells Construction Company, cited at foot- 
note 8, pp. 306, 307 

™ Wells Construction Company, cited at foot- 
note 8, p. 303 

"For example, Standard Paving Company, 
CCH Dec. 17,204, 13 TC 425, aff'd, 51-2 usr 


by the contract, but by the method in which 
the books were kept and income was re- 
ported.” Where the petitioner consistently 
reported income in the year in which a con- 
tract was completed, it mattered not that 
none of the contracts involved contemplated 
or actually required a period in excess of 
12 months for completion.” As long as 
some or all of the contracts would not be 
completed in the taxable year in which they 
were secured, taxpayers repeatedly used 
a long-term contract method when filing 
their returns.” In fact, there are instances 
where the completed-contract method was 
used regardless of the length of time re- 
quired for completion “—be it only three 
months ” or even ending in the same taxable 
year in which it was commenced.” 


Where returns are filed on a fiscal instead 
of a calendar-year basis and jobs are fin- 
ished in the same calendar year in which 
begun, reporting income on a completed- 
contract instead of an ordinary accrual 
basis can obviously distort the true picture 
for the fiscal year. Moreover, where a job 
is finished in less then 12 months, although 
not in the same calendar or fiscal year in 
which begun, the completed-contract method, 
by permitting a deferral of recording where 
the true accrual method would require a 
pro-rata report of income and expense, will 
again fail to give an accurate picture of each 
operating period’s results. Clearly in such 
cases, the underlying reasons for the com- 
pleted-contract method are absent, and its 
use is, therefore, unjustified 


So long as maintained within the confines 
of the over-all doctrine that accounting 
methods must be consistently used and 
clearly reflect income, uniformity in admin- 
istration of the regulations may be sacrificed 
to this degree. However, this same curative 
rationale is not so readily acceptable when 


offered for the many wider departures— 


where the very system of accounting only 
vaguely resembles that prescribed in the 
regulations. The existence of a climate in 
{ 9376, 190 F. (2d) 330 (CA-10); Birkemeier, 
CCH Dec. 10,718, 39 BTA 1072, 1073; Hegeman- 
Harris Company v. U. 8., 38-2 ustc { 9335, 23 F. 
Supp. 450 (Ct. Cls.); Hammond, CCH Dec. 9748, 
36 BTA 497, aff'd, 38-2 usre 7 9392, 97 F. (2d) 
545, 546 (CCA-9): Norton Construction Com- 
pany, CCH Dec. 6503, 21 BTA 443, 444; Bent, 
cited at footnote 14; Owen-Ames-Kimball Com- 
pany, cited at footnote 8 

” Bent Company, CCH Dec. 7786, 26 BTA 
1369, 1371. 

” Ehret-Day Company, cited at footnote 9 

*t Badgley, CCH Dec. 6603, 21 BTA 1055, aff'd, 
59 F. (2d) 203 (CCA-2). 
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which petitioners can even attempt to sup 
port a change-over to a long-term contract 
method on the that it will 
greatly reduce their tax liability * is a clear 
and convincing indication that the situation 
is aggravated and disordered. The method 
proposed, in addition, failed to conform to 
the prescribed percentage-of-completion basis 
Overhead 


sole ground 


expenses were not included in 
determining profit and loss on projects, and 
requisitions were submitted to the client for 
payment according to the manner prescribed 
by the contract, not by 


tomary 


the use of the cus 
ratio, It 
any correcting or ad 
used in the interim, 
while the contract was being performed 


percentage-« 
that 


Was 


f-completion 
was not evident 


justing account 


his view is strengthened by the decision 
in Bent Company, cited above 


system ot 


There the 


accounting followed completed 


contract principles in its record-keeping 
function; that is, a contract ledger was 
kept, and ledger accounts were not closed 


to profit and loss until a contract was sub 
stantially completed and the final payment 
received. However, the statements drawn 
from these records followed entirely differ- 
ent principles. The system of cost account 
ing and estimating had apparently become 
so refined that monthly profit-and-loss state 
ments were regularly, drawn up which esti 
mated profit on all contracts in process in 
addition to the regular profit on completed 
work, Apparently, these monthly statements 
so reliable that they in turn formed 
the basis for annual profit-and-loss state 
ments which were entered into a journal- 

again including estimated plus actual profits 
as gross income, Thus, profits of $9,000 and 
$39,000 were reflected in the annual 

ments for 1928 and 1929, respectively 


were 


State 


However, when the Bent Company pre- 
pared and filed its tax profits 
on uncompleted or partially completed con 
tracts were reported As 
returns 


returns, no 


a result, the tax 
1928 of $9,000, 
only $4,000 in 
Oddly enough, income and disburse 
statements filed with the returns con 
tained the item 


showed a 


loss tor 
and taxable net 


1929 


income oft 


ment 
“earned profits” (on contracts 
addition to 
plete d contracts” 


in process) in “proht on com 


which reflected the same 
profits as the above-mentioned annual state 
ments. In support of its ruling in favor of 
the taxpayer, the Board of Appeals 
a method of filing clearly 
income ‘as 


Tax 
stated that where 
reflects ascertainable 


from the books,” a change to another method 


readily 


Hegeman-Harris Company v. U. 8 
footnote 18 


, cited at 


Long-Term Contracts 


that would conform more nearly to book im- 
come should not be required. 


There is no apparent basis in the findings 
of fact for the statement in the opinion that 
the accounts were so kept that the income 
could be accurately computed on the com 
pleted-contract basis and only inaccurately 
estimated upon the accrual basis. The peti 
tioner had been in the business for 
nine years and even knew that his 
profits usually would be between 8 per cent 
and 10 per cent of the contract price. The 
further grounds expressed by the Board in 
support of its holding—namely, “substantial 
conformity” between the method of keeping 
books and the method of filing returns— 
furnish the taxpayer with a strong lever to 
force a dangerous wedge into uniform ad- 
ministration of the Code according to accepted 
accounting methods 


same 
over 


The gravity of such a precedent is more 
plainly fact that the very 
grounds supporting the Board’s ruling for 
the taxpayer could have been directed toward 
an opposite result 


revealed by the 


The completed-contract 
method is, after all, an accrual system, and 


the recording system in use more nearly 
reflected income than that used to report 
income for tax purposes. One would rather 
expect an insistence upon uniformity and 
consistency, thereby reducing the chance 
that distortions and inaccuracies will find 
their way into tax returns, It follows from 


Bent that a taxpayer can be entirely with 
out a uniform system of accounting for his 
long-term contracts and yet his tax 
For example, in Owen 
Ames-Kimball Company, cited above, income 
was accrued at the commencement of some 
contracts, irregularly throughout the per 

formance of others and upon the completion 
of still others; 
a version of 


have 
returns approved.” 


amended returns, employing 
the percentage-of-completion 
method, were finally approved by the Board 
Accounting practices were further distorted, 
as regards 


those whose 


completion, by 


contracts income 
reporting 
income on the basis of cash receipts while 
expenses incident thereto might have been 
recorded in prior 


was accrued on 


years and not deferred 


The Kimball Company amended its original 
returns by others employing a form of pet 
centage-of-completion method 
rejected by the Commissioner. 
used 


which 

The ratio 
material cost per contract 
for each year over actual expenditures for 
the entire job—-was not objected to; the 
Commissioner’s objection was 


were 


labor and 


based upon 


“ Owen-Ames-Kimball Company, cited at foot- 
note & 
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the grounds that the books were (in effect) 
kept on the completed-contract basis and 
that the taxpayer should be bound by that 
election. The Board found, instead, that no 
definite method was used by the taxpayer 
in keeping his books and that they did not, 
therefore, clearly reflect income. However, 
the amended returns were approved on the 
grounds that “the accrual type basis” used 
by the taxpayer for his long-term contracts 
conformed to one of the two methods pre- 


scribed by statute and would clearly reflect 


4‘ncome when used along with the accrual 
method employed for other operations of 
the business 

Compare Birkemeier (another “after the 


fact” amendment of a hybrid system) with 
Bent Company, both cited In the 
former case the taxpayer was aided by the 
fact that he had not used the completed- 
contract method regularly 


above 


Petitioners had 
been in business since 1923 did not 
keep books of account before 1935 
Work was begun on a project in October, 
1934, and completed in July, 1935. A book 
keeper prepared accounts for this project 
prepared tax returns for 1934; she 
report 


and 
any 


and als« 
did received thereunder in 
1934 for that year. In 1936, a 
certified public accountant amended the re- 
turn for 1934 a percentage of the 
total profit on the contract applicable to the 
latter year. The was un- 
successful in his attempt to allocate all the 
income under the project to 1935 on a 
completed-contract theory. Since there had 
been method of accounting “regularly 
employed” the taxpayer, the Board 
apparently ignored the system set up for the 
particular contract involved, The fact that 
a specific system has not been used enough 
times to be considered a “regular method,” 
especially where it is instituted as the first 
and only method used, should not 
mean that a taxpayer will not be held to it 
-assuming it embodies acceptable principles 
of tax accounting. 


not cash 


as income 


to show 


Commissioner 


no 


by 


ever 


Occasionally, the Commissioner added to 
the confusion for example, he re- 
jected the method of accounting 
maintained by a taxpayer and attempted to 
substitute therefor another method that was 
partly accrual, partly percentage of profits 
and partly completed contract. The Com- 
missioner’s attempt was disapproved by the 
district court because the taxpayer had been 
given specific authority to to the 


when,” 
accrual 


change 


™ Hammond v. Maloney, 48-2 ustc § 9364, 80 


F. Supp. 212 (DC Ore.), aff'd, 49-2 usre { 9395, 
176 F. (2d) 780 (CA-9) 
284 April, 


In their preoccupation with 
consistency, the Commissioner and 
the courts have allowed 

a host of technical misfits to slip 
by into the realm of precedent. 


“accrual method” and his returns had 
tefore the Ninth Circuit, 
the Commissioner claimed giving permission 
to use the accrual method generally, but 
not specifically, to long-term contracts, He 
also contended that taxpayer’s method oi 
accounting for such contracts was, in effect, 
the percentage-of-completion method. The 
court rejected this contention and found the 
system to be an method.” The 
weakness in this that the per- 
centage-of-completion basis is essentially an 
accrual basis, and the method actually used 
was largely identical to what is called the 
percentage-of-completion method. 


not 


been challenged. 


és 
accrual 


decision is 


It is plausible that a taxpayer will hop 
on the band wagon and file returns accord 
ing to his own conception of the long-term 
contract this with striking 
originality, versatility and disregard for the 
public revenues. For example, the taxpayer 
in Norton Construction. Company reported re 
ceipts from both completed and uncompleted 
contracts each year, while charging only the 
completed contracts with indirect expenses 
(based upon a ratio of completed-contract 
receipts to total receipts) and carried for- 
ward the balance to be added to and allo- 
cated with the pool of indirect expenses for 
the years following teyond failing to 
guarantee that the proper year's expenses 
would be taken as a deduction from the in- 
come attributable thereto, this system also 
employed a ratio that could not, by cus- 
tomary standards, accurately estimate the 
portion of overhead costs actually incurred 


methods—and 


to complete the contracts in a given year. 
It was, therefore, entirely possible that an 
indirect cost incurred in relation to a con 
tract executed in 1922 and completed in 1923 
would be deferred to 1924 or thereafter and 





become effectively intermingled with all 
other overhead costs—past, present and 
future. All that was objected to by the 


Commissioner was the deferral of overhead 
costs incurred in 1922 to a year beyond that 
in which the contract begun in 1922 was 


completed. The apparent distortions for 
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the years the contract was in process were 
overlooked 


their 
Commissioner 


Phus, in with 
the and the courts 
have allowed a host of technical misfits to 
slip by into the realm of precedent, Where, 
for example i 


preoccupation con- 


sistency, 


, an accounting system 1s SO 
refined as that used in Bent Company, cited 
above, the Commissioner's effort to enforce 
the strict accrual principles used should not 
have been thwarted by the Board of 
Appeals. Conversely, where the Commis- 


‘Tax 


sioner failed to object to a taxpayer's erro- 
neous deferral practices,” the Board of Tax 
Appeals should have insisted that accepted 
accrual principles be followed. The basis 
for the that the 
deferral of income and expenses is a very 


such a view lies in fact 
sensitive area of accrual accounting and can 
readily distort a 


picture.” Therefore, 


business’ true 


failure to 


operating 
include in 
profit and 
loss on projects, or applying expenses to un 
related projects, should be avoided Similarly, 
the the should 
develop for estimating the 
percentage of profits earned on a long-term 


direct expenses in determining 


and 
rules 


Commissioner courts 


uniform 


contract in any given period in cases where 
the completed-contract method is not elected 
This line of reasoning finds support in the 
string of still in 
cannot 


decisions force which in 
that withstand 


scrutiny for adherence to accepted and pre 


volve ratios close 
scribed accounting principles.” The regula- 
do not mandatory 
institution of the optional procedures offered 


tions provide ior a 


upon satisfaction of the basic requirements. 
They contain a permissive option to be in 
stituted upon prior approval by the Com 


missioner. The spirit behind the regulations 


is to provide for a true reflection of taxable 

* Norton Construction 
footnote 18. 

* Lasser, Handbook of Taz 
ods (1st Ed.), pp. 25, 26 

‘For example, Aetna-Standard Engineering 
Company, CCH Dec. 17,847, 15 TC 284, 296; W 
F. Trimble and Sons, cited at footnote 2 
Owen-Ames-Kimball Company, cited at footnote 
7 


Company, cited at 


Accounting Meth- 


For example, Wetherbee Electric Company 
v. Jones, 47-2 { 9346, 73 F. Supp. 765 (DC 
Okla.), app. dismissed per stipulation, 164 F. 
(2d) 278 (CCA-10): Mctiovern, Inc., CCH Dec 
10,837, 40 BTA 706; National Contracting Com- 
pany, CCH Dec. 7418, 25 BTA 407, aff'd, 69 F 


ust 


(2d) 252 (CCA-8). See also I. T. wM, 1940-2 
CB 90 (social security taxes); Rev. Rul. 288, 
I. R. B. 1954-30, 32 (foreign income taxes): 
A. R. R. 8367, III-2 CB 57 (depreciation and 


salaries) 

” Hammond v. Maloney, cited at footnote 24; 
W. F. Trimble and Sons, cited at footnote 2; 
Wells Construction Company, cited at footnote 
8: Birkemeier, cited at footnote 18 


Long-Term Contracts 





income without working undue hardship on 
the taxpayer. No taxpayer should be al 
lowed to take undue advantage of such 
preterred treatment. See Wheelock, cited at 
footnote 1 

However, the picture is not entirely black. 


The made an effort to 
enforce uniformity and to impose accepted 


Commissioner has 
methods of accounting for long-term con 
tracts. He largely relied upon the contention 
that the method he sought to change did not 
clearly reflect income. While meeting with 
success in the treatment of indirect costs,” 
this rational looked 
over-all change of a pat 
ticular taxpayer's books was attempted. The 
latter result obtained as long as the system 


was upon with less 


favor when an 


already in use could provide figures for a 
report which, in and of itself, would clearly 
reflect income.” Even the proposed change 
have instituted a 


system of 


would more acceptable 
which, itself, would 
have clearly reflected income at the outset.” 
This line of the 
Commissioner to his own advantage where 
a taxpayer who had consistently used one 


method of 


accounting 


reasoning was used by 


for long-term 


tracts attempted to report under or change 


accounting con 
over to another basis without permission.” 
And, of where 
there was no attempt to comply with the 


course, in the extreme case 
regulations at all, the Commissioner’s rejec 
tion of the method of reporting income was 
upheld.” The the Com- 
missioner’s and court decisions and lack of 


inconsistencies in 


uniformity in actual accounting practices 
throughout the long-term contract field 
point up the great need for a system that 


will be suitable to nearly all practical situa- 
tions and will the spirit of the 
Revenue 


satisfy 


Internal Code 


” Bent Company, cited at footnote 19, p 
1374; Rebinson, cited at footnote 15 

" For example, Fort Pitt Bridge Works Com- 
pany v. Commissioner, 5 ustc § 1380, 92 F. (2d) 
825 (CCA-3), cert. den., 303 U. S. 659: Aetna- 
Standard Engineering Company, cited at foot- 
note 27; Hudson, cited at footnote 8: Hegeman- 


Harris Company, cited at footnote 18; Bent v. 
Commissioner, 56 F. (2d) 105 (CA-9); Allhands, 
CCH Dec. 3628, 10 BTA 1089 

" Hegeman-Harris Company, cited at foot- 
note 18. Compare, W. F. Trimble and Sons, 
cited at footnote 2, with Aetna-Standard Engi- 
neering Company, cited at footnote 27. Both 
opinions followed the reasoning in the principal 
case, but the former held for the taxpayer and 
the latter for the Commissioner on the issues 
(1) whether a method of accounting had been 


regularly employed, (2) what the method was 
and (3) whether it was binding on the tax- 
payer 
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Recommendations 


True percentage-of-completion method. 
A true percentage-of-completion method will 
equitably serve the needs of both the Com- 
missioner and the taxpayer and will consist 
of the following: 


(A) Record-keeping 


(1) A contract ledger containing separate 
accounts for each project will be kept, in 
which will be recorded the contract price 
for each job as a memorandum entry. 


(2) Separate primary accounts for each 
project are to be kept in the contract ledger, 
in which will be recorded actual financial 
statistics—costs and receipts—as they occur 
until final completion. These accounts will 
in turn be closed out to the project accounts 
in the contract ledger, and actual profit or 
loss on the completed project will be ascer 
tained for purposes of B(2), below 


(3) Direct costs are to be charged forth- 
with to the specific project. In most cases 
it is not expected that such costs will have 
to be deferred. However, such a situation 
may arise as, for example, where a road 
construction contract is estimated and bid in 
at a given cost per mile, but all grading 
and paving is done for an extended stretch 
before concrete is poured, etc., to complete 
each mile Where only completed and ac- 
cepted stretches are reported, costs for 
preliminary grading and paving on other 
stretches will have to be deferred. 


(4) Indirect costs will be charged to 
specific projects or to separate accounts for 
the particular costs which will later be 
apportioned to the projects. See B(2)(a) 
and B(2)(b), below 


(5) Inventories are to be kept according 
to standard accounting procedures 


(B) Reporting taxable income 
(1) Gross mcome 


(a) That portion of the entire contract 
price earned in any given period should be 
reported as gross income and should be 
measured by the relation that budgeted 
costs for the work done in that period bear 
to total budgeted costs for the entire project 


Actual costs should not be used as the 
numerator since the resulting fraction could 
be entirely distortive of the portion of the 
entire job actually completed in terms of 
the fixed and closely interrelated budgeted 
total cost and contract price. For example, 


* See, for example, A. R. R. 8367, III-2 CB 57, 
covering officers’ salaries and depreciation. 
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where a stage of completion has been 
reached whose budgeted cost is $12,000, 
but whose actual cost is $15,000, on a 
project whose total estimated cost is $60,000, 
only one fifth of the job and not one fourth 
has actually been completed. The attend 
ant discrepancies in profit or loss on the 
work done, based on the interrelation of 
contract price to estimated costs, are recon- 
ciled by the “adjustment factor” set forth 
in B(3), below. 


(b) Certified schedules showing actual and 
budgeted costs and the engineer’s or archi- 
tect’s certificate as to the stage of comple- 
tion should accompany the return. 


A certified schedule of budgeted costs for 
the entire project should be filed with the 
first return or with the application to use 
one of the optional methods. It may influ- 
ence a decision in favor of the taxpayer 
and will be retained in the local collector’s 
office for future audits. 


(2) Deductions 


(a) Direct costs can be obtained from the 
primary accounts in A(2), above. 


(b) Opening and closing inventories must 
be taken into account in determining cur 
rent material and supply costs. 


(c) So much of indirect costs incurred 
in the current period which are properly 
allocable to future operations are to be 
deferred. The current operating account 
will be charged with an amount equal to 
that percentage of the section of the project 
to which they are applicable that has been 
completed in the current period. The per 
centage of completion of the entire project 
is determined in B(1)(a), above 

(d) Current indirect costs are then to be 
apportioned to the individual projects as 
follows: (i) where it can be ascertained 
that certain costs were incurred in connec 
tion with specific projects, they are to be 
charged directly to those projects in the 
same manner as incurred;®™ or (ii) absent 
clear and convincing evidence to support a 
charge under (i), above, the costs are to 
be apportioned according to a ratio con 
forming with standard accounting practices 


(3) Adjustment factor—test of actual profits 


or los Ses 


(a) The discrepancy between actual and 
estimated costs is to be reconciled by an 
adjustment factor which will be applied to 
estimated profit or loss as revealed by 
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Mere consistency in the use of an 
accounting method should 

no longer be a significant 
factor in satisfying the test of 
clearly reflecting income. 


budgeted costs and earnings so as to reflect 
true profit or loss for the period 


For example, assuming a total budgeted 
of $10,000, budgeted costs for work 
done during a given period of $5,000, an 
estimated profit percentage of 10 per cent 
of budgeted costs, and a contract price of 
$11,000, then one half of the contract price 
$5,500—having a profit 1 
$500, should have been earned 


cost 


or estimate ot 


Percentages will be calculated both for 
the relationship of total estimated profits 
to total and for actual 
costs of each period to estimated costs for 
that Then the adjustment 
will be determined by relying on the prin- 


estimated 


costs 


period factor 
ciple that profits bear an inverse relation- 
ship to costs; that is, as the percentage of 
cost varies, the relation that profits originally 
bore to will 


costs change in an opposite 
For example, if 
profits were originally estimated to be equal 
third of tenth 


in costs would be reflected by a three-tenths 


and inverse proportion 


to one costs, a one increase 
Thus, where estimated 
tenth of 


and the actual costs in any period exceed 


decrease in profits 


profits equal on estimated costs 
budgeted costs by 25 per cent, the adjust 
factor would be This 


latter factor will be applied to the estimated 


ment 250 per cent 


profit for the current period to arrive at 
the net discrepancy 

The estimated profits will be increased 
where costs are overestimated, and de 
creased where costs are underestimated 


Hence, assuming an estimated profit for a 
period of $1,200, application of an adjust 
ment factor of 250 per would result 
in a $3,000 net discrepancy which would be 


cent 


applied against “profit” so as to reduce it 


and eventually arrive at actual net loss 
ot $1,800 for the period Apparently, the 
should taking 
total actual current costs, as determined in 
B(2), from 


in B(1) 


(b) A 
in estimating profit or 


an 


same results follow from 


gross income, as determined 


to ame id, in case of errors 


right 


loss, should be ex 


“See O. D. 933, 4 CB 86 (1921), for an early 
expression as to the ability to report income 
on contracts entered into after one for which 


Long-Term Contracts 


tended to both the taxpayer and the Com 
missioner for a period of years, say three 
As 


this method will require close cooperation 


can be expected, successful use of 


between and cost accounting 
departments and considerable refinement in 
their Most of the 


usual headaches can be avoided by careful 


engineering 


respective functions. 
and expert initial estimating preliminary to 
the tender of a bid or the final execution 
contract. Of God” 
cannot be foreseen. This is especially true 
the surface-subsurface 
dichotomy discussed earlier. 


of a course, “acts of 


with reference to 


Thus, the true percentage-of-completion 
method obviates the criticisms and proposals 
of other writers to existing long-term con- 
tract accounting methods. There is no need 
to state estimated profits separately from 
earned surplus in a hesitation account. Con- 
tinuation of amendment and waiver prac 
tices will afford the Commissioner the use 
of public revenues while preserving for the 


taxpayer the opportunity to rectify good- 
faith errors in estimate. The fact that 
progress payments may have to be used 


for taxes will point up an inadequacy not 
in the true percentage-of-completion method, 


but in the taxpayer’s financing arrang: 
ments. This he must rectify himself, 
These optional methods should not be 


available to 
ment. Pure 
suthce 


a cost-plus-fixed-fee arrange 
accrual principles will there 
Nor should an election with relation 
to one contract be binding upon contracts 
thereafter entered into.“ Each project may 
be replete with different obstacles. As long 
as a method, once chosen for a particular 
followed, it should clearly 
reflect income. Adoption of these proposals 
by industrial 


contract, 1s closely 


trade associations as a 
uniform procedure would be a boon to both 
the taxpayer and the Commissioner, 


and 


In this 
re-evaluate 


may be 
provisions in 


regard, it advisable to 
the the current 
regulations limiting these optional methods 


to construction, 


installation and building 


contracts in light of conditions in 
other industries and the general economy 
Such a re-evaluation should be with 
an eye toward the option to 
other specific industries or doing away with 
the 12-month 
the option to 
yond the taxable 


‘J he 


existing 


made 
extending 


requirement and extending 
all extending be 
year in which consummated 
former possibility 


contracts 


is apparently more 


the completed-contract method had been elected 
on a different basis than completed contract 
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feasible than the latter and has the support 
other writers, although the latter is not 
entirely without defense. The rubric “clearly 
reflecting income” can be construed by the 
Commissioner the courts to all 
the right to the 
methods of 
the performance period 


ol 


and give 


types use 


of contractors 


long-term contract 


regardless 


Conclusion 


A policy of close conformity to revitalized 
regulations should provide the thread with 
vhich to weave a durable 
cloth Mere the 


accounting no 


whole 
oT 


new and 
consistency 
method 


factor 


in 
should 


use an 
longer be a 
the test of 
The regulations, 
revised to con 
tain a workable procedure that will, in most 
clearly 


significant 
clearly 


in satisiying 


reflecting income 


to form the loom, must be 


Cases, 


reflect income without modifi 


ADVISES TAX REDUCTION TO 


The Joint Committee on the Eco 
nomic Report, of which Senator Paul 
H 
sued 
that 


downturn 


Douglas is chairman, has just is- 
of 
there 
the 


its report action 


be 


the 
the report says 


“Tt 


to predict which course the economy 


Speaking 
taken if 
middle of 


should is a 


in year, 


is this 


impossible at juncture 
will follow beyond mid-year; namely, 
upward to 
approximately ‘maximum’ employment 
and production the Eco 
Report believes it reasonable 
to expect, or level off, or decline. Ac 
the April 1 


particularly excises, 


whether it will 


continue 
levels as 
NOTH 
tion on tax extensions, 
will have to be 
taken at a time when economic activity, 
seasonally adjusted, appears to be on 


the rise 


“Prompt action to bolster a falter 
ing could be taken the 
following areas: 


economy in 


“1. Further 
sional 


credit 
has 


ease. — Congres 
exhausted 
in this area since authority has been 
delegated to the monetary authorities 
the Federal Reserve and the Treas 
ury—to take such 
necessary, 


action been about 


steps as become 


“2. Tax reductions —The most 
mediately stimulating reductions 


the of individual 
taxes and excise taxes 


im- 
would 


be income 


in areas 


cation. The increasingly popular percentage- 
of-completion method will bear the brunt 
of the attack, since it has been the source 
of the greatest abuses. Where a contractor 
still willing to accept the many disad- 
vantages of the completed-contract method 
for the sake of conservatism, he should be 
permitted to do so. 


1s 


The proposed true percentage-of-comple- 
tion system will end the Commissioner’s 
quest for a conveniently administered regu- 
lation that will clearly reflect income and, 
at the time, meet the need 
mediate and steady public revenues. 
satisfy the building, installation 
struction contractors’ interest 
treatment under the tax law and may well 
extended to provide these same ad- 
vantages to other specified industries or to 


all 


years 


same for im- 
It will 
and 


in equitable 


con 


be 


two taxable 


[The End] 


contracts extending into 


BOLSTER BUSINESS DOWNTURN 


“3. Housing.—Stimulate middle- and 
low-income housing and slum clearance 
The public-housing program is largely 
at a standstill as a result of the pri 
vate-housing boom and provisions of 
the law 
relaxed 
provided 


These provisions could be 
and authorizations 
It is recognized that actual 
expenditures under this program would 
not increase quickly, but the authoriza 
tion would have immediate stimulating 
effects upon construction and related 
industries 


“4, public works for 
schools, highways, and community de 
velopment.—Again, this would be slow 
in terms of actual expenditures, but 
the indirect effects of the authoriza 
tions should have an immediate stimulat 
ing effect.” 


increased 


Accelerate 


As to the tax policy, the joint com 
mittee agreed that “the objective of 
our tax policy should be to balance at 
least the cash budget 
employment and 
We support the recom 
mendation of postponing the reduction 
We 
should continuously strive to improve 
the distribution of the tax 


at maximum 
production levels 


President's 
in corporate and excise tax rates. 


burden m 
the interest of economic stability and 
growth, and raising living standards 
The majority support further adjust- 
ment in the tax structure at this time 
which, without sacrificing revenue, will 


increase consumer purchasing power.” 
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Code Sections 357 and 341 Contain 


Hazards Particularly Detrimental to 





the Industry, Warns the Author 


Oil and Gas Under the New Law 


By OWEN LIPSCOMB 


( ‘ENERALLY SPEAKING, the Internal 
I Revenue Code of 1954 will be beneficial 
to the oil and gas industry. While there 
has been little change in matters peculiar 
to the industry, there many general 
changes affecting all industry, most of which 
will be beneficial. 

are discussed below 


are 


The principal changes 


Depreciation 


Section 167 of the new Code provides the 
general authority for a depreciation deduc- 
tion. It is to be noted that in contrast with 
the Internal Revenue Code of 1939, the new 
Code authorizes the use of specific methods 
of computation. In addition to the straight 
line and unit-of-production methods used in 
the past, the declining-balance method and 
the sum-of-the-years-digits method are au- 
thorized with The 
question of whether or either of the 
new methods should be adopted can only 
be answered after studying the facts in the 


new assets. 


not 


respect to 


case of each taxpayer. 


It is customary in the industry to depre 
ciate all the lease and well equipment on a 
lease composite basis. Automotive equip 
ment generally is depreciated on a unit o1 
item basis unless the company is very large. 
The practice of depreciating drilling rigs is 
not too uniform, Some companies depre- 
ciate the rig as a whole, while other com- 
panies follow a more itemized breakdown 
There is a general tendency to use a com- 
posite basis of equipment depreciation when- 
ever possible, since much of the equipment 
is interchangeable and it is difficult to de 
termine its historical identity. 

Generally, in the oil and gas industry 
there is an era of so-called “flush produc- 
tion” that will exist from one day to pos- 
sibly three years, depending on the type of 
well, Quite often it is 


Oil and Gas 


advantageous to 


compute depreciation in such a manner that 
a greater sum of the depreciable cost is 
applied against this “flush production,” This 
has been accomplished in the past by a 
somewhat laborious method of depreciation 
known as the unit-of-production method, 
involving estimates of recoverable oil or gas 
reserves, It would be a great help if a 
proper substitute could be obtained. 


In order to use the sum-of-the-years-digits 
method, and to obtain maximum advantage 
from the declining-balance method, equip- 
ment additions must be maintained by years 


The Senate Finance Committee report, in 
relerence to the declining-balance basis, 
states: “Only a taxpayer who maintains 


subsidiary depreciation records by year of 
acquisition will have sufficient infor- 
mation to determine (1) the year in which 
the last survivor of a given year’s acquisi 
tions is retired and (2) the unrecovered cost 
of that year’s Absence of 
this information prevents taking retirement 
losses and will jeopardize a change to the 
straight-line method when, in the later years, 
that method produces greater depreciation 
than declining In addition, both 
the declining-balance method of depreciation 
and the sum-of-the-years-digits method can 
be applied only to equipment the original 
use of which commenced with the taxpayer 
after December 31, 1953 


” 
acquisitions. 


balance 


This would prove 
extremely difficult in oil and gas production 
accounting. It is difficult, for example, at 
present to determine whether line pipe that 
is retired is part of an oil flow line, a gas 
flow line or a water line. Material transfers 
of equipment are made more or less con- 
stantly between leases, thus making it more 
difficult to trace the original identity of the 
equipment. 


The average oil field employee is not too 
cooperative in this accounting respect, and 
if there were imposed, in addition to the 
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year of acquisition, the determination as to 
whether the initial use of the item com- 
menced with the taxpayer, this might be 
the proverbial “straw that broke the 
camel's back” in the relations between the 
production department and the accounting 
department. Thus, it appears that the unit 
of-production depreciation method is still 
the best insofar as oil and gas lease and 
well equipment are concerned. The unit 
of-production method has one additional 
advantage in that it allows substantially a full 
year’s depreciation, provided there has been 
production for the full year, for annual 
acquisitions, regardless of the date during 
This method 
has no relation to years of life but is based 
upon units of the mineral reserve in the 
ground. ‘The ratio that the actual produc- 
tion for the year is of the total recoverable 
mineral reserves at the beginning of the 
year is the per centum that is applied to the 
depreciated balance of the equipment to 
obtain the annual depreciation deduction. 


the year of the acquisition. 


Either the declining-balance method of 
depreciation or the sum-of-the-digits method 
may prove advantageous in depreciating 
general field and district equipment, includ- 
ing buildings. With the exception of oil and 
gas gathering systems, the equipment is of 
such a nature that the year of acquisition 


Year Cost 
1954 $6,200 
1955 6,200 
1956 6,200 
1957 6,200 
1958 6,200 


Since both of these methods require that 
the original use of the property subject to 
depreciation commence with the taxpayer, 
this would preclude the application of these 
methods to such items as a used rotary drill 
table with new parts or used drill pipe with 
new tool joints. 

Assuming for the moment that all the 
general field and district equipment was 
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and initial use can easily be determined. 
This would include district and field ware- 
houses, offices and automotive equipment. 
It would not necessarily include drilling 
equipment, since it is extremely difficult to 
determine the year of acquisition of the 
various parts and units that make up a 
drilling rig, particularly when the motors 
and other parts are readily interchangeable 
with other rigs and readily interchangeable 
with used equipment. 

The declining-balance method contemplates 
that the annual rate shall not be more than 
two times the straight-line rate and that it 
shall be applied annually to the beginning 
depreciated balance of the items or classes 
of assets. Assets may be classified by sepa- 
rate items or in so-called composite accounts 
In the year of acquisifion, depreciation is 
taken for that portion of the year for which 
the assets are in service, with permission to 
use the six-month average acquisition basis 
employed by many oil companies. More 
than one method may be used on various 
properties or classes of property of the tax- 
payer. A taxpayer may use the straight- 
line method of depreciation on machinery 
while using the declining-balance method on 
buildings. 


The sum-of-the-digits method, which in 
early years gives much the same result as 
declining balance, but does not have the 
disadvantage of dropping off so rapidly in 
later years, is easily illustrated. Assume an 
item of new equipment is purchased on 
January 1, 1954, for $6,200 and its estimated 
useful life is five years; salvage value is $200 
There are five digits in the estimated life, 
and numerically they aggregate 15. 


The depreciation is then computed 


Annual Charge Accumulated Sum-of-the 


for Depreciation Reserve Digits 
2,000 $2,000 5/15 

1,600 3,600 4/15 

1,200 4,800 3/15 

800 5,600 2/15 

400 6,000 1/15 





new, acquired after December 31, 1953, and 
was used originally by the taxpayer, then 
possibly the historical yearly analysis of 
addition might be waived; but certainly the 
purchase of any used equipment would have 
to be depreciated separately on the straight- 
line method basis. 

Section 167 has one distinct additional 
feature, in that it allows an apportionment 
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of the depreciation deduction between the 
estate and the beneficiary. 
rising 


In view of the 
of decedents with oil and 
gas properties, this provision is appropriate. 
The particular benefit will be to assure that, 
in the event the annual estate income is 
wholly distributed to the beneficiaries, the 
depreciation deduction can be claimed by 
them. Heretofore, under the rationale of 
the MacMurray case,’ it appeared that only 
the estate could claim the depreciation de- 
duction, and where the annual taxable in- 
come was wholly distributed, the depreciation 
deduction did not benefit either the estate 
or the beneficiaries. This change in the 
law accords the same treatment to estates 
as has been allowed to trusts for some time 


incidence 


Section 611 of the new Code authorizes 
the depletion and depreciation deduction for 
mines, oil and gas wells, and other natural 
deposits It is a counterpart of Section 
23(m) of the 1939 Code. It is the basic 
authority for the unit-of-production method 
of depreciation discussed above. It is also 
the general authority for the depletion de 
duction. It is much the same as the earlier 
section; however, in respect to mining (ex 
clusive of the oil and gas industry), the 
deduction income and 
cost is extended to deposits of waste and 


residue materials resulting from the extrac 


Apparently, this 
part of the section has very little to do with 
the oil and gas industry so that additional 
depletion from natural gasoline plant processes 
will not be available The Senate amend 
ment to the bill allows an apportionment of 
the depletion deduction between the 
and beneficiary just as is enumerated in 
Section 167 It is to be noted that Section 
611 deals with depletion and depreciation on 


depletion based on 


tion of ores and minerals 


estate 


improvements, and that cross-references be 
tween Section 167 Section 611 
integrate the two sections than was 
the case between Section 23(1) and Section 
23(m) of the The 
a special mandate 
to prescribe regulations in Section 611; since 
this section is now 


vith Section 167, 


and more 


close ly 


former Code secretary 


or his delegate is given 


more closely integrated 


it would appear that this 
mandate would apply all the 


tion 167 


more to sec 


Percentage Depletion 
and Property Interest 


The percentage depletion rate in respect 
to the oil and gas been 


industry has not 
1CCH x Dec "18,172, 
2 1941-1 CB 245. 

* CCH Dec. 16,125, 9 TC 903 (1947). 
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16 TC 616 (1951). 


changed. There are numerous additions to 
the percentage depletion category for other 
minerals, including uranium at a 23 per cent 
rate. Specifically excepted from depletion 
benefits are such 
turf, mosses, etc. 


items as soil, sod, dirt, 


The definition of gross income from the 
property has not been changed insofar as 
the oil and gas industry is concerned. Sec- 
tion 614 has codified more or less the defi- 
nition of a “property” as set forth in G. C. M 
22106* and later rulings and discussed in 
the Berkshire Oil Company case.’ 


In G. C. M. 22106 and in the Berkshire 
case, the method of conveyancing and the 
question as to whether the leases were con- 
tiguous seemed to be controlling as to 
whether the properties could be combined. 
Contiguous was defined as something more 
than touching at only one corner. The law 
now specifies that a property is each sepa 
rate interest owned by the taxpayer in each 
mineral deposit in 
parcel of land 


each separate tract or 
Senate Finance Committee 
reports state that tracts or parcels may be 
separated by conveyancing, as well as geo- 
graphically. This definition seems to assure 
treatment, as separate mineral interests, of 
oil properties acquired by separate convey- 
ances even though 
the new law 


contiguous. Alternatively, 
at the election of the 
an aggregation of 


under specified conditions, 


allows 


taxpayer such interests 


For purposes of aggregation there are 


two basic types of mineral interests. Those 
in effect burdened with the cost of opera- 
tion, the so-called “working interests,” are 
known as operating mineral interests. All 


other 
operating mineral interests. 


mineral interests are known as non- 


The statutory 
segregation defines as an operating mineral 
interest all such that 
would cost of production as a 
limitation in computing the 50 per 
depletion factor 


interests require ofr 
require the 
cent 
Apparently, severance taxes 
are not considered costs of production for 
royalties, and similar interests, presumably 
including oil pay specifically stated 
to be nonoperating mineral interests in the 
Senate Finance Committec The 


carried interest appears to be an operating 


ments, are 
report." 


interest, since it either is or will be limited 


in the computation of depletion with its 
share of production costs when the specified 
conditions precedent are removed. Under 
the new law, operating mineral interests 
even though in separate parcels and even 

*S. Rept. 1622, 83d Cong., 2d Sess, (1954), 
p. 335 
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though acquired through separate instru- 
ments at different dates—may be aggregated 
as one depletable unit, provided they are 
in the same operating unit. It is not clear 
just what is meant by the term “operating 
unit.” An operating unit is defined in the 
House Ways and Means Committee report ° 
as an aggregation of interests which may 
conveniently and economically be opefated 
together as a single working unit. Interests 
which are geographically widespread may 
not be considered parts of the same operat- 
ing unit merely because one set of account- 
ing records is maintained by the taxpayer 
as to such leases. The election to aggregate 
such interests—and thus the depletion com- 
putation as to such interests—must be made 
in the first taxable year beginning after De- 
cember 31, 1953, or in the first taxable year 
in which any expenditure for exploration, 
development or operation in respect to such 
mineral interests is made by the taxpayer 
after the acquisition of such interests. 


This immediately raises the question as 
to what point in time there was first an act 
of exploration, development or operation in 
respect to such mineral interests. Geophysi- 
cal work done in the area of the mineral 
interests immediately after acquisition of 
such interests may cause an election to be 
made in the year of such transactions even 
though physical development of the prop- 
erty may be delayed several years. The 
statutory language seems to nullify many 
of the benefits attributable to this section 
except as to leases that are producing, or 
whose potentiality is known during the 
year 1954; otherwise, a taxpayer may not 
know whether the election will be beneficial. 
Options to acquire properties are not con- 
sidered acquisitions. This may point a way 
around the obstacle, but there is the danger 
of a purchase by an innocent third party, 
since most options are not recorded. A 
fairly serious question is presented as to 
whether the election should be made in 
respect to presently developed producing 
properties that are in the same operating 
area. If one lease, for example, has a rather 
nominal loss, certainly it would be more 
advantageous to combine this lease with a 
profitable lease in that the gross income of 
the two leases would thus be increased, 
thereby increasing the 27% per cent deple- 
tion However, 


factor. if a lease has a 
substantial net loss, the aggregation should 
be approached with caution, since the loss 


may cause the 50 per cent limitation feature 





“6H. Rept. 1337, 83d Cong., 2d Sess. (1954), 
p. A186. 
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to become operative as to the aggregate 
income from the two leases. Not only must 
considerations of such aspects be made as 
to the current time, but it must be projected 
for the probable life of the leases; once the 
election is made, it will undoubtedly be 
extremely difficult to revoke. 


An additional problem is presented in 
respect to the accounting practices of many 
oil companies in charging leasehold costs 
applicable to a new area to one general 
account and charging supplemental explora- 
tion costs to one general account. $y such 
actions has the company made an election 
to aggregate such mineral interests into one 
operating unit? The mere act of bookkeep- 
ing should not within itself constitute an 
election. The regulations to be prescribed 
on this matter should protect against such 
a result since, upon the completion of the 
initial activity in the area, such interests 
generally are charged to final distribution 
as leasehold costs or as exploration expenses 


The law permits the Secretary, upon a 
showing of undue hardship, to permit the 
aggregation of two or more nonoperating 
mineral interests that are in the same parcel 
or tract or are contiguous. The term “non- 
operating mineral interests” includes all 
mineral interests which are not operating 
mineral interests. Royalty interests and 
other mineral interests that are not bur- 
dened with a portion of the cost of produc- 
tion can be aggregated, provided that such 
interests are in the same tract or are con- 
tiguous. The most important thing is that 
the consent of the Secretary must be ob- 
tained after a showing of undue hardship. 


The requirement that such an aggregation 
is limited to interests in the same lease or 
contiguous leases is unfortunate. Under the 
new law, the working interest operator can 
aggregate his checkerboarded leases in the 
same area and, for purposes of his account- 
ing, he could limit his tank batteries. The 
royalty owners will not be able to aggre- 
gate their common interests in the checker- 
board series of leases, since contiguous, 
heretofore, has not been considered as touch- 
ing only at a point. Thus, the operator 
will have to install additional tank batteries 
or weigh meters to properly account to his 
royalty holders. 


In addition, the new Code has not solved 
the question as to the manner or method 
that is to be used in computing depletion 
on an oil payment covering two or more 
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noncontiguous leases; that is, as to whether 
such an interest is one or, alternatively, two 
or more depletable interests. In fact, the 
inclusion of an oil payment in the non- 
operating mineral interest category and the 
requirement that nonoperating mineral in- 
terests cannot be aggregated—unless in the 
same tract or unless in contiguous tracts 
or parcels—makes the question more am- 
biguous. You can, of course, always con- 
tend certainly that an oil payment payable 
out of several noncontiguous leases, irre- 
spective of the failure of production on any 
one lease, is a right that can be amortized 
over the estimated life of the right in ratio 
to the collection of the dollar value of the 
right. Taxpayers should continue to deplete 
such types of oil payments as one property. 


Research and Experimental Expenses 


It is interesting to note the treatment of 
present Internal Revenue Service practice 
in respect to geophysical and geological ex- 
penditures in the oil and gas industry. It 
has been the present Internal Revenue Serv- 
ice practice to require that such expendi- 
tures attributable to definite leasehold ac- 
quisitions should, in whole or in part, be 
capitalized as part of the aggregate cost 
of such ventures. Such costs thus become 
part of the leasehold cost. Section 174 of 
the new Code, dealing with the permissive 
annual amortization of research and experi- 
mental expenditures, specifically precludes 
the write-off of exploration expenditures 
incurred in the search for oil. Thus, by 
legislative inference it would seem that the 
position of the Internal Revenue Service 
has been strengthened. 


Net Operating Loss Deduction 


Section 172 of the new Code provides a 
special benefit for the oil and gas industry 
in that the net operating loss does not 
have to be reduced by the excess of per- 
centage depletion over cost depletion. Under 
the 1939 Code, no percentage depletion was 
allowable in a loss year, and in determining 
the amount of loss carry-over which could 
be applied against a profit year, the loss 
was reduced by percentage depletion other- 
wise allowable in the profit year. Under 
the new Code, these reductions in benefits 
are eliminated for calendar year 1954 and 
later years and, to some extent, for fiscal 
years ending in 1954. With the new two- 
year carry-back, 1956, which may be carried 


Section 172 of the new Code provides 
a special benefit for the oil and 

gas industry in that the net operating 
loss does not have to be reduced 


by the excess of percentage depletion 
over cost depletion. 


back to 1954, will be the first year in which 
the new provisions are fully applicable. 
This precludes a more aggressive drilling 
program until 1956. Heretofore, the pri- 
mary protection against the loss of such 
excess depletion was to sell an oil payment 
3y thus anticipating income, a loss year 
could be turned into a profit year. The in- 
come thus accelerated by sale of the oil 
payments would not be taxed in a later 
year. When the full benefits of Section 172 
are available, there will no longer be the 
impelling need to sell oil payments to create 
additional income in a year that otherwise 
would be a loss year, that is, until such 
time as the five-year limitation on carry- 
overs is reached. 


“Hobby Losses”’ 


Section 270 contains a distinct benefit for 
the oil and gas industry. The prior Code 
and the present Code provide a penalty 
where there are continuous losses in a busi- 
ness in excess of $50,000 per annum for 
five consecutive years. In such instances, 
the excess loss over $50,000 in each of the 
years of the five-year period is disallowed 
and tax collected accordingly. This pre 
sents a real hazard to the oil and gas oper- 
ator or investor due to the high incidence 
of intangible development costs. Under the 
new law, intangible development costs are 
not to be considered in determining the an 
nual loss, nor apparently are delay rentals 
on unproductive property. Apparently, the 
new law has not blocked the use of the 
rationale in the MacMurray case.” Com- 
munity property residents whose income is 
primarily community in nature will find 
their limitation is $100,000. 


Corporate Adjustments 


Section 357 contains a hazard particularly 
detrimental to the oil and gas industry. 
Subsection (c) relates to the incorporation 
of a transferor’s properties in a case where 
the sum of the liabilities assumed by the 








* MacMurray et al., CCH Dec. 19,928, 21 TC 
15 (1953). 


Oil and Gas 


293 





corporation plus the amount of the liabili- 
ties to which the property is subject exceeds 
the total of the adjusted basis of the prop- 
erties transferred It provides, in effect, 
that the transaction is treated as a sale of 
the properties for the total of such liabili- 
ties. The character of the gain is dependent 
the type of property transferred; that 
is, whether the property is a capital asset, 
land or depreciable property used in trade 


upon 


or business held over six months, or other 
property. When a highly productive oil and 
is discovered by drilling, the 
the property for income 
tax purposes is almost always considerably 


Kas 


property 
adjusted basis of 
less than the fair market value. This factor, 
of course, is augmented by the practice of the 
industry to charge intangible development 
incurred. Where an 
operator is required to maintain substantial 
borrowings, it is possible that he will be 
precluded such prop 
incurring a substantial tax 
since it is highly probable that the amount 
of loans outstanding would exceed the ag 
adjusted the properties 
This condition might extend 


costs to expenses as 


irom incorporating 


erties without 


gregate basis of 
incorporated 
to all oil and gas properties owned by the 
Thus, it appears that this section 
limit the ability of the individual oil 
and gas operator to incorporate his oil and gas 
properties and present a real “trap” to the 


unwaf®ry 


operator 


may 


operator who has not retained com 


petent counsel 


Section 341 
“trap” for the 
new 


dangerous 
unwary who dis- 
field, prop- 
erties and then sells the stock within three 
Section 341, dealing with collapsible 


also provides a 
operator 
covers a mcorporates his 
years 


corporations, transforms capital gains into 


ordinary income in certain cases. Here, 
under specified conditions, if 50 per cent or 
more of the total assets are of a defined 
type and owned by the corporation for less 
than three years at the time of the sale of 
uch corporation stock, then the profit ts 
considered ordinary income Such defined 


assets may include deprec iable property and 
land business Surely to- 
afford to sell the 
corporation without a 
thorough investigation into the 
pl 


used in trad or 


day the operator cannot 
stock of an oil 
possible ap 


ication of this section 


Partnership Provisions 


Ihe partnership sections of the new Code, 
Sections 701 771, 


and 


through contain several 


industry. 


iterns affecting the oil 


Ras 


Section 761 allows the Secretary to ex- 
clude any unincorporated organization from 
taxation as a partnership if its activity is 
confined to development and production of 
oil and gas as distinguished from the sale 
of such products, and coventurer is 
able to compute his without com- 
puting net taxable partnership income. It 
would seem that this feature would conform 
to the requirements of I. T. 3930' and I. T. 
3948,” wherein it is the practice of most 
coventures to the money for their 
sale of the oil in kind direct from the pipe- 
line company. 


each 
income 


recely S 


For an entity meeting the 
definition of a partnership to escape taxa- 
tion as such, this section requires an elec- 
tion on the part of all members of such venture 
to be taxed as tenants in common; thus it will 
be necessary in many oil “deals” to have all 
members of the venture make a common 
election to be taxed as tenants in common 
if it is beneficial to be taxed as a nonpart- 
nership. It is hoped that the mere cove- 
operating agreement that the 
coventures are not a partnership will suffice 
as an under the regulations 
At the moment it would seem generally that 
most coventurers would prefer to be taxed 
as tenants in that would 
allow each person to make his own election 
as to intangible development costs and all 
other elections that are required. It is 
portant to note that this gives 
permissive authority to the Secretary to ex- 
empt such organizations from 
a partnership. 


nant in an 


election new 


common, since 


im- 
section 


taxation as 


order 
to be taxed as a nonpartnership each par 
ticipant must be able to compute his income 


The statutory requirement that in 


without computation of partnership taxable 
Will the 


hold that the need to refer to operator’s 


income is ambiguous Secretary 


records in order to 


will 


complete an agents 


group 
be taxed as a partnership? There are many 


examination require that the 


operator-investor groups in the oil business 
today Generally the operator furnishes 
summaries of operations to each working 
interest participant either monthly, quar 
terly or annually. The transactions aré 


classified in summary fashion as intangible 
development costs, operating expense, et 
In the midcontinent area, each participant 
generally receives his oil “runs” direct from 
the pipeline company. There is nearly al 
agreement that each pa 
has the right to demand his oil and gas i 
kind. Some groups maintain annual statis 


tical data as to production and runs for 


Ways an rticipant 
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Section 341 provides a dangerous 
‘trap’ for the unwary operator who 
discovers a new field, incorporates his 
properties and then sells the stock 
within three years. This 

section, dealing with collapsible 
corporations, transforms capital gains 
into ordinary income in certain cases. 


their 
the 
ally 


check 


run 


participants, 
run tickets, 
compute 
ticipants’ 


of 
annu- 


the accuracy 
statements and 
depreciation for their par- 
individual income tax returns. 
Will they now be required to furnish copies of 
invoices, warehouse issues, material trans- 
fers and summaries of payrolls? All these 
items are underlying records constituting 
components in the computation of taxable 
net income of the group, but are not the 
end product itself, namely, “partnership 
taxable income.” It not appear 
that these groups will have to change their 
procedures, but bear in mind that this whole 
arrangement is discretionary with the Sec- 


net does 


retary. In view of the similarity of lan- 
guage between Section 761(a) of the new 
Code, defining a partnership, and Section 


3794 of the former Code and regulations 
thereunder, it does not appear that it was 


intended to tax as partnerships any greater 


aggregate of business entities than hereto- 
fore 

In the past, whenever a lease (including 
lease and well equipment) was held by a 


partnership and taxed as a partnership en 
tity, there was the danger that at the ter 


mination of the partnership the aggregate 
depletable and depreciable sum would be 
adjusted so that a greater portion of the 


total 
terest 


was attributed to the depletable in 

The taxpayer was required to use 
as the basis of such allocation the fair mar 
ket value of the property. Since the value 
of the mineral interest was nearly always 
much the of the 
and well equipment, upon such reallocation 
the taxpayer 


greater than value lease 


would lose a portion of the 
aggregate of his annual depreciation charges; 
to the 


pletion was always available 


as mineral interests, percentage de 
This unfavor- 
able result has been corrected in Section 732 
there will be no shift- 


ing of the aggregate bases to be recovered 


Under the new Code, 


from depreciable to depletable interest. The 


* Hazel McAdams et al, v, Commissioner, 52-2 
{ 9373, 198 F. (2d) 54 (CA-5). 
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section prescribes generally that, in the 
event of*any allocation, the property shall 
be adjusted in proportion to the adjusted 
bases to the partnership. This means that 
generally there will be no shifting of bases 
between the depletable and depreciable in- 
terests. Under prior law, this was not a 
problem where the coventurers were taxed 
as tenants in common, and it will not now 
be a problem where they are taxed as ten- 
ants in common with specific election not 
to be taxed as a partnership. If the prob- 


lem arose during 1954, there is an option 
to apply the new provisions, even though 
the new partnership provisions generally 
did not become effective until 1955 


Section 704(d) prescribes that in instances 
of a partnership loss no partner shall be 
allowed his distributive share of such loss 
if and to the that he has a deficit 
in his capital account at the end of the year 
of such loss. 


extent 


If mineral interests (including 
oil and gas interests) are taxed as a part- 
nership, it would seem that this would 
preclude a deduction by a member of the ven 
ture ot 
all of 


his share o! loss 


such where part 
had advanced for 
him by another member of the venture. If 
the venture is taxed as a partnership, this 
will preclude the result of the Hazel McAdams 
case,” which held that a member of a ven 
ture who paid the bills for development 
and operation, in effect, paid for a fellow 
member agent; thus, such coventurers 
were required to take the deduction in the 
year of payment by their fellow coventurer 
rather than in the year in which they re 
imbursed the coventure: 


his 


or 


costs been 


as 


It is difficult to forecast how the partner- 
ship section will affect the carried interest 
problem if the venture is taxed as a partner 
ship. It might be argued that the partner- 
ship agreement such that the carried 
party did not participate in the net income 
of the partnership until a certain condition 
precedent had been fulfilled, namely, the 
recoupment by the carrying party of the 
investment attributable to the carried party. 
Absent this the coventurers 
elect to be a partnership, it may 
well be that the carrying party will not be 
taxed with any of the income attributable to 
the carried party’s interest, nor would the 
carrying party to deduct expenses 
attributable to the carried party’s interest. 
This, of course, is the same as the result 
reached in the Abercrombie case.” In addi 
tion, it would that in any one year 
where the expenses attributable to the car 


was 


argument, if 
taxed as 


be able 


seein 


” J. 8. Abercrombie 


Company wv 
sioner, 47-2 ust« 


Commis- 
{ 9301, 162 F. 


(2d) 338 (CA-5) 
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ried party’s interest exceeded the income, 
such could not be deducted until 
the aggregate income attributable to the 
carried party’s interest equals such ex- 
penses. Or stated in another way, such 
expenses could be deducted only when off- 
income attributable to the carried 
interest. If the disbursements by 
the carrying party for the carried party are 
considered a loan to the carried party with 
consequent investment by the carried party 
in the venture, then it would seem that such 
excess of expenses over income could be 
deducted in the year incurred. It appears 
that it would be better to avoid this hiatus 
by electing under Section 761 to be taxed as 
tenants in common, 


excess 


set by 
party’s 


It is often difficult to obtain the full sum 
of the intangible development cost deduc- 
tion for an investor, since he is required to 
capitalize as leasehold consideration that 
part of such costs in excess of his fractional 
interest in the working interest. To get 
around this matter, one device that has been 
developed is the use of a limited partner- 
ship wherein it would be prescribed that 
such investor, as a partner, would first be 
charged with expenses against his capital 
account equivalent to the intangible develop- 
ment costs on the first well. Section 704(a) 
prescribes that a partner’s share of income 
gain, loss or deduction shall be determined 
by the partnership agreement; however, 
where the principal purpose of any provi- 
the partnership agreement with 
respect to the partners’ distributive shares 
is the avoidance or evasion of any tax im- 


sion in 


" Divie Pine Products Company v. Commis- 


sioner, 44-1 usrc { 9127, 64S. Ct. 364. 
2 Cheatnut Securities Company v. U. 8. 
ustc § 9405, 62 F. Supp. 574. 
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posed, then such item or items are to be 
taken into account separately on the basis 
of the general income or loss ratio as dis- 
tinguished from the specific requirements 
of the item in the partnership agreement. 
This provision may preclude the use of the 
agreement procedure unless it can be estab- 
lished that bona-fide business considera- 
tions exist which resulted in the particular 
allocation made in the agreement, 


The partnership section also contains a 
provision that might cause the recognition 
of capital gain to a partner. Where money 
is distributed to a partner and the distribu- 
tion creates a deficit in such partner’s 
capital account, the distribution to the ex- 
tent of the deficit is considered as a short- 
or long-term capital gain dependent upon 
the holding period of the partnership interest. 
Section 752 requires that where liabilities 
of a partner are assumed by a partnership, 
such liabilities are considered to be dis- 
tributions to such partner and that a lia- 
bility to which a property is subject shall— 
to the extent of the fair market value of 
such property—be considered a liability of 
the owner of such property. Assuming that 
the loan is not in excess of the fair market 
value of the property but considerably in 
excess of the adjusted basis to the partner, 
then such excess might cause a deficit in 
the partner’s capital account with resultant 
gain to the partner. It would seem that 
this situation would prevail notwithstanding 
Section 721, which prescribes that no gain 
shall result to a partner upon contributions 
of property to a partnership in exchange for 
an interest in such partnership. 


Accounting Methods 


Section 462 allows an accrual-basis tax- 
payer to deduct estimated expenses in the 
year to which attributable, even though 
under rules of accrual-basis accounting such 
items were not liabilities owed in whole 
or in part at the end of the taxable year. 
These accrual principles have 
been firmly rooted in such decisions as 
the Dixie Pine Products case," the Chestnut 
Securities case ™ and the Security Flour Mills 
The new section has many possibili- 


heretofore 


case.” 
ties. Generally, leases require the condi- 
tioning of the lease site at the expiration 
of commercial production. Drilling and 
production platforms in the tidelands must 


(Continued on page 307) 
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Knowing How Toxes Affect 
Selling Prices Helps 


the Multistate Businesses 


An Aggressive Tax Policy 


By ALFRED LIND MARKS, The Richardson Company, Melrose Park, Illinois 


| URING the past several months a con- 

siderable amount of material has been 
written and published concerning the revi- 
sion of the laws governing the federal income 
tax. There can be no doubt that almost 
all business will obtain great benefit from 
these changes, and many hours must be 
spent studying them; but, the state tax 
structure, though overshadowed by the head- 
lines, may often remain out of sight but 
not out of reach of the pocketbook. There- 
fore, time should not be devoted to the 
federal tax to the detriment of state taxes. 
A reduction in the federal income tax may 
benefit the company’s over-all financial pic- 
ture, but it has little effect on the firm’s 
ability to compete. The majority of com- 
panies consider income taxes as a percentage 
applied against the residual after the de- 
duction of all expenses from total income 
At the same time, state taxes generally are 
considered an element of the costs of doing 
business and are either included in burden 
or expense, or added directly to the price 
shown on the quotation. 

Whereas all companies pay the same rate 
of income tax, they often do not pay the 
same state taxes nor handle them in a like 
mannet differences may result in 
one firm’s arriving at a lower selling price 
and gaining a competitive advantage over 
others. Consider two firms selling a product 
difficult to classify as between realty and 
personalty, bidding on a large order in the 
State of California. 


These 


(1) Firm A does not concern itself greatly 
with the California sales tax law, but faith- 
fully bills all customers for the tax and 
remits to the state. 


(2) Firm B, pursuing an aggressive tax 
policy, has convinced the state commissioner 


that the firm is engaged in contracting, and 
is permitted to absorb the tax, 


Assuming identical costs, the firms would 
submit the following bids: 


Costs: 
Material 
Labor 
Burden 


Firm A 

$ 300,000 $ 
300,000 
300,000 


$ 900,000 
Charge to cover admin- 
istrative and selling 
expenses and profit 
15 per cent 


Firm B 


309,000* 
300,000 
300,000 


$ 909,000 


135,000 136,350 





$1,035,000 $1,045,350 
Plus 3 per cent Cali- 
fornia sales tax 31,050 


$1,066,050 


Bid price $1,045,350 


Difference 


$ 20,700 


Despite the fact that Firm B has included 
greater profit, it still submits a bid almost 
2 per cent less than its competitor. Should 
the contract be granted to the lowest bid- 
der, Firm A would lose another order not 
because of high cost but due entirely to 
improper handling of a state tax. 


This example is by no means a theoret- 
ical case. Everyday business costs are 
increased by excessive collection of sales 
or use taxes, improper calculation of fran- 
chise and income taxes, and payments of 
taxes for which no liability actually exists 
As the revenue demands of state and local 
governments increase, the number as well 
as the amount of taxes to which a business 





* Includes $300,000 of material plus 3 per 
cent use tax. A contractor is considered the 


Aggressive Tax Policy 


user of his own material and need pay the 
tax on the material portion only 
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State taxes should be treated as a 
full-fledged member of the 
tax family—not as a stepchild. 


subject increase in direct proportion. To 
minimize the liability and produce the low- 
est operating costs, it is essential that 
tain fundamentals be kept in mind: 


cer- 


(1) Franchise, gross income and some net 
ome taxes are basically designed to ap 
to activity conducted 


Although 


commerce are 


within a given 
inter- 
included in the various 
sufficient 
segregating the 


transactions 


state some receipts trom 


State 


allocation formulas, 


time should 


be spent various 


types of 
so that only taxable sales and 
sales are included in the allocation 
be comes 


not all 
This 


dling of 


han- 
particularly in 
company make 
Indiana, for instance 

from a plant within the state but 
outside 


problem acute in the 


gross income taxes, 
those cast where a may 
shipime nts to a state 
not only 


) 


from locations By 


following the 
rules carefully and paying particular atten- 
tion to the terms of sale and delivery, it may 
be possible to avoid tax on all items shipped 
to the but produced at or sold 
outside locations. 


State trom 


[he possibility always exists that a firm 
may find itself subject to double taxation. 
Chis is particularly true where all accounts 
receivable are handled at a central location 
operations are 
In the property 


formula each 


and 
other 


conducted at plants in 
factor of the 


state, where manu 


states 
allocation 


facturing will generally 


receivables be 
that state for tax 


takes place, require 


that a portion of the included 
as property in 


lf the 


purposes 
firm reports all receivables as prop 
erty im the where the 


ke cate d, 


State central office is 
then it is possible, if not probable, 
portion of the will be taxed 
It is best to keep separate records 
receivables 


that a assets 
twic< 
iT the 


, ’ 
plants 


associated with each 
operations; 
Most 


the difficulties 


location 


however, this is 
taxing 


involved in 


otten 
impossible bodies recognize 
making this al 
satisfied if the 
allocates the 


other 


and are 


firm arbi 


trarily assets on the 


basis ot 


sales o1 


some reasonabl« 


(2) Sales 


factor 


and use taxes, as previously 
mentioned, may have a definite effect on the 


actual price of products. Especially in the 
handling of use taxes, it is very important 
that all exemptions be understood and prop- 
erly utilized. When planning capital addi- 
management 


will be 


hased for the 


tions often is not aware that 


taxes machinery or 


due on equip 


Alter ap 


ment 
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propriating $500,000 for capital equipment, 
executives are often surprised and dismayed 
to learn that the original cost estimate was 
$15,000 too low—not because of excess ex- 
penditures but because they failed to include 
use tax. This situation can be easily avoided 
if the estimates are checked in advance by 
those aware of the tax problem. 


(3) Property taxes are perhaps the most 
difficult to handle. Since valuation is actu 
ally a matter of opinion rather than fact, 
the state and local laws are often vague and 
the regulations subject to different 
interpretations. As a necessity 


many 
matter otf 
each locality has developed its own 
vidual practices. require 
a return reporting actual values per books; 
others are more interested 


indi- 


Some assessors 


in a reasonable 
cash value and some prefer that no return 
be filed, preferring to determine the value 
of property based on pe rsonal observatien 
Because of the insurmountable problems of 
understanding the sment 
procedure at all locations in which a firm is 
interested, it is often advisable to 
local counsel or discuss the matte: 
with the assessor. 


vagaries of asses 
obtain 
directly 


The importance of this class of 
cannot be For example, 
two firms are selling similar products with 
identical costs. 


taxation 
underestimated. 


Both firms have fixed ex 
penses of $300,000, excluding property taxes, 
and variable costs of $1,000 per unit, selling 
at $1,500. 


(1) Firm A files a property return based 
on book value and pays $75,000 in tax. It 
must sell 750 units to break even 


(2) Firm B, cognizant of prevailing local 


practices, files a property return based on 


a “cash value” and pays $50,000 in tax. It 
must sell 700 units to break even 


taking 


; 


Thus, by advantage of local tax 


a 
conditions and paying less tax, Firm B has 
reduced its break-even volume by 50 units 


or $75,000 in 

oft competitive 
will question the 
in a lower break-even 


these days 


conditions no 


sales income In 
business one 
advantage inherent 


point. 


real 


Those assisting a firm with tax problems 
may actually be performing their most valu 


able 


local tax problems 


service when working on state and 

Although the 
possible may not be as spectacular as those 
to be found in the 1954 Code, the immediate 
benefit to the company may be much greate1 
Certainly time should be apportioned so 
that neither field of taxation is slighted and 
state taxes are treated as a full-fledged mem- 
ber of the tax family, and not as a stepchild 


[The End] 
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By ALBERT MANNHEIMER, 
HENRY LAMONT WHEELER, Jr., 
and JOEL IRVING FRIEDMAN 


Gifts of Life Insurance 
by the Insured 


This article is also published in 
the March, 1955 Insurance Law 
Journal. |t was presented at the 
New York University Thirteenth 
Annual Institute on Federal 
Taxation and appears in the Journal 
and in TAXES with permission. 


YECTION 811(g) of the Internal Revenue 
J Code of 1939 prescribed three separate 
tests under which proceeds of a life insur- 


ance policy would be 


includable in the 
estate of the insured for estate tax purposes, 
namely: (1) if the policy was made pay- 
for the benefit of) his estate; 
(2) if, at the time he died, he possessed any 
of the incidents of ownership; or (3) if he 
had paid the premiums directly or indirectly.’ 
third test—the so-called 
premium test—life insurance on 
which the himself had paid pre- 
miums was described as “the one and only 
form of property which cannot 


able to (or 


Because of the 
payment 
insured 


tax purposes) be given away by the insured 
while he lives.” 


where the 
insured had paid the premiums, the premium 
payment test sometimes resulted in policies 
being included in 


More over, 


his estate for estate tax 
purposes even though he had never owned 
them. 


In order to do away with this discrimina- 
tion against life insurance, the elimination 
of the premium payment test had been 
sought for a considerable period by many 
national organizations.’ Finally the pre- 
mium test was repealed by Section 2042 of 
the 1954 Code, which merely re-enacted 
the first two of the tests mentioned above 


* For a discussion of these tests see Lawthers, 
Highlights of Some Changes Made by the Inter- 
nal Revenue Code of 1954 (1954), p. II-B-1. 

2 Anderson, “‘Life Insurance and the Federal 
Estate Tax,’’ Proceedings of the Section of In- 
surance Law, American Bar Association (1944- 
1945), p. 38. 


Gifts of Life Insurance 


(for estate 


For reasons which will appear presently, 
it is important to note the ground on which 
Congress acted. The majority report of the 
House Ways and Means Committee, refer 
ring to life insurance, said: “No other 
is subject to estate tax where the 
initially purchased it and then, 
long before his death, gave away all rights 
to the property.” * 


property 
decedent 


The Senate drove home 
the point. It repeated the sentence, and 
added: “, and to discriminate against 
life insurance in this regard is not justified.” ° 

Ever since the new Code was passed, con 
siderable publicity has given to the 
propositions (1) that an insured can give 
away his personal life insurance and have 
the proceeds escape taxation as part of his 
estate, and (2) that the proceeds will not 
be taxable as part of his estate even if, afte: 
giving away the insurance, he continues tc 
pay the premiums. 


been 


Thus far, however, not enough has beer 
said as to the problems and pitfalls con 
nected with the insured’s making gifts of his 
insurance in order to save estate taxes. 


Points to Consider 
Before Making Gifts of Insurance 
An insured who contemplates making <« 


gift of his insurance should bear in 
that: 


mind 


(1) There is said to be a “strong drive 
shaping up” in favor of a partial restoration 
of the premium payment test 


(2) Basing their views on the 5 per cent 
reversionary interest provision 
in Section 2042 of the new 
authorities believe that even if 


contained 
Code, 
the insured 
makes an absolute gift of his policy, he may 


some 


* Browne, ‘‘Life Insurance Contracts, Annul- 
ties and the Internal Revenue Code of 19h,"’ 
1954 Insurance Law Journal 399, 405 (June), 

*H. Rept. 1337, 83d Cong., 2d Sess., p. 91 
(1954). 

5S. Rept 
(1954) 


1622, 83d Cong., 2d Sess., p. 124 
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nevertheless retain a reversionary interest 
which would cause the proceeds of the 
policy to remain taxable as part of his 
estate. 


(3) Assuming a gift is to be made, it is 
sometimes better for the insured to keep 
his insurance and to make a gift of some- 
thing else. 


Reports concerning possible partial re- 
instatement of the premium payment test. 

-Two publications * have reported that the 
Treasury is considering recommending a 
partial restoration of the premium payment 
test to be applicable to the portion of the 
proceeds of a life insurance policy which 
exceeds its cash surrender value as of the 
time of the insured’s death. In connection 
with these reports, it should be remembered 
that ten members of the House Ways and 
Means Committee opposed the elimination 
of the premium payment test on the ground 
that life insurance is not like other property 
but is inherently testamentary in character.’ 

It seems to us, however, that the per- 
tinent question is whether the transfer of 
the property is testamentary in character, 
and this depends on the method of dis- 
position rather than on the nature of the 
property. The point may be illustrated by 
the following: If a taxpayer periodically 
paid a fixed amount into an irrevocable 
trust which provided that on his death 
the principal together with the accumulated 
income should be paid to his wife, and if 





* November 6, 1954 issue of the Washington 
Insurance Newsletter, and the November 17, 
1954 issue of the Wall Street Journal. 

* See H. Rept. 1337, cited at footnote 4, p. B14. 
It should also be remembered that on ‘‘at least 
three prior occasions, the Treasury Department 
eliminated this test only to shift back to it 
again on the basis of experience.’’ Yohlin, 
“Life Insurance Planning Under the New Rev- 
enue Code,"’ 1955 Insurance Law Journal 7, 19 
(January). 

* Yohlin, article cited at footnote 7, p. 19. See, 
for example, the regulation reimposing the 
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the taxpayer lived his normal expectancy, 
his wife, in normal course, would receive 
more than if the taxpayer had disbursed 
the same amounts as premiums on an ordi- 
nary life insurance policy taken out for 
her benefit. The trust would be no less 
testamentary in character than the policy, 
but it would not be taxable as part of the 
taxpayer's estate. 


It is interesting to note that none of the 
members of the House committee opposed 
the change made by the 1954 Code (Sec- 
tion 2037) which permits a trust measured 
by the donor’s life to escape taxation as 
part of his estate. 

Even if one were to conclude that there 
is a reasonable likelihood of a partial res- 
toration of the premium payment test, this 
should not necessarily deter the making 
of gifts of insurance. In this connection, 
it has been pointed out that “In the past 
when a shift back to the premium-payment 
test occurred, care was taken not to give it 
retroactive effect. Thus, only that propor- 
tion of the proceeds represented by pre- 
miums paid thereafter was includable. In 
all likelihood, the same approach would 
obtain if another change occurs. ‘This, at 
least, is some assurance that everything will 
not be for naught.” * 

Five per cent reversionary interest pro- 
vision contained in Section 2042.—At the 
present time, considerable confusion exists 
as to the meaning of this provision, and 
as to what its effect will be on gifts of 
insurance, Its brief history, therefore, merits 
close scrutiny. 

30th the House and the Senate reports, 
after announcing that the premium payment 
test was to be abolished, added: 


“To place life insurance policies in an 
analogous position to other property, how 


ever, it is necessary to make the 5% re- 
versionary interest rule, applicable to other 
property, also applicable to life insurance.” * 
Accordingly, Congress enlarged the term 
“incident of ownership” to include: 


“ 


; a reversionary interest (whether 
arising by the express terms of the policy 





premium payment test on January 10, 1941 
(T. D,. 5032, 1941-1 CB 427), which expressly 
provides that insurance attributable to pre- 
miums paid by the insured prior to January 10, 
1941, the effective date of the reimposition, 
should not be taxable as part of his estate, 
provided that after that date the insured had 
no incident of ownership. The regulation was 
confirmed by the Revenue Act of 1942. 

*H. Rept. 1337, cited at footnote 4, p. 91; 
S. Rept. 1622, cited at footnote 5, p. 124. 
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or other instrument or by operation of law) 
only if the value of such reversionary in- 
terest exceeded 5 per cent of the value of 
the policy immediately death 
of the decedent. As used in this paragraph, 
the term ‘reversionary interest’ includes a 
possibility that the policy, or the proceeds 
of the policy, may return to the decedent 


before the 


or his estate, or may be subject to a power 
of disposition by him. 


9 10 


1954 Code, Sec. 2042(2). 
the Life Insurance and Annuities Taxation Com- 
mittee of the New York State Bar Association 
on H. R. 8300,’’ says: 

‘The words ‘value of the policy immediately 
before’ create an element of ambiguity, espe- 
cially in relation to policies with little or no 
cash values, as to the proper method of valua- 
tion to be used. Actually a reversionary interest 
of 5% or less can be calculated and is usually 
calculated without regard to any specific value 
of the policy, but by taking the value as $1.00. 
Accordingly, it is recommended that the objec- 
tionable concept of ‘value of the policy’ be 
eliminated."’ 

" Arguments as to definition of reversionary 
interest.—The husband has retained no rever- 
sionary interest because an outright gift without 
strings cannot create a reversionary interest. 
A reversionary interest is an interest in prop- 
erty left in the grantor to commence on the 
termination of the interest he has carved out 
and given away. 31 Corpus Juris Secundum 
125; Guaranty Trust Company v. New York 
Trust Company, 297 N. Y. 45, 50. The mere 
possibility of the husband inheriting from the 
wife is not a reversionary interest. See Dicus, 
‘Some Implications of the 1954 Code for Estate 
Planning,’’ 32 Taxes 938 (December, 1954), and 
cases there cited. 

The answering argument is that Sec. 2042 
contains its own special definition which makes 
express reference to reversions by ‘‘operation of 
law.”’ 

The rebuttal is that the definition in Sec 
2042 is neither special nor new. In concept, it 
is the same as the definition contained in Sec 
2037, which is the same as the one contained 
in Sec, 8l1l(c) of the 1939 Code. Under Sec. 
8ll(c) it was never contended that an outright 
gift with no strings attached could create a 
reversionary interest. Moreover, both the House 
Ways and Means Committee and the Senate 
Finance Committee, in discussing Sec. 2042 in 
language quoted above in the text, referred to 
‘‘the 5% reversionary interest rule, applicable 
to other property,’’ clearly indicating that in 
the minds of the legislators there was nothing 
unique in the Sec. 2042 definition of reversionary 
interest. In fact, it was not necessary for 
Congress to say anything at all in order to make 
the 5 per cent reversionary interest rule appli- 
cable to life insurance since Sec. 2037 makes it 
applicable to all property, life insurance in- 
cluded. The true explanation for the reference 
to the 5 per cent reversionary interest provision 
in Sec. 2042 is that Congress wanted Sec. 2042 
to be a relatively complete unit in itself as far 
as the disposition of life insurance proceeds 
was concerned. 

Arguments as to intention of Congress.—As 
indicated by portions of the committee reports 
quoted above in the text, Congress intended to 


Gifts of Life Insurance 


The “Report of 


With this background in mind, let us 
suppose an insured makes an outright gift 
of a policy to his wife. Has the insured 
a reversionary interest because of the pos- 
sibility that he may survive his wife and 
inherit the policy from her? Opinion gener- 
ally, including the opinion of counsel for 
various life insurance companies, is sharply 


divided on this question. Various argu- 


ments have been advanced on both sides of 
the question” but it seems very clear that 


apply to life insurance the same 5 per cent 
reversionary interest rule which is applicable 
to other property. 

The answering argument as to the intention 
of Congress is that when a statute is clear and 
unambiguous, it is not the intention of the legis- 
lators but the words of the statute that must 
govern, And, turning to the words of the stat- 
ute, it is pointed out that there is a certain 
difference between Sec. 2042 (dealing, among 
other things, with reversionary interests in the 
proceeds of life insurance) and Sec, 2037 (deal- 
ing, among other things, with reversionary in- 
terests in general). This is the difference. 
Sec. 2037 contains a sentence which provides, in 
effect, that a reversionary interest shall be 
disregarded for estate tax purposes if the trans- 
ferred property ‘‘could have been obtained by 
any beneficiary during the decedent's life 
through the exercise of a general power of 
appointment which, in fuct, was exer- 
cisable immediately before the decedent's 
death."" This ‘‘power-of-appointment”’ sentence 
finds no counterpart in Sec. 2042. 

Rebuttal arguments include these: 


(1) An outright gift has never been held to 
result in a reversionary interest, and if there 
is any ground for contending that the husband 
retains a reversionary interest, then the statute 
is not clear and unambiguous. In that cir- 
cumstance, it becomes permissible to resort to 
legislative history to ascertain the meaning of 
the statute. 

(2) The power-of-appointment sentence does 
not define a reversionary interest, but merely 
refers to a situation in which there is a rever- 
sionary interest which, however, is to be dis- 
regarded for estate tax purposes 


Arguments as to value,—Even if the husband, 
in the example given in the text, were regarded 
as retaining a reversionary interest, it would 
not meet the 5 per cent test. The reversionary 
interest would have no value because the wife 
would have all the rights of ownership, includ- 
ing the right to surrender the policy or give 
it away. 

The answering argument is that the Supreme 
Court in Goldstone et al. v. U. 8., 45-2 vusrte 
110,209, 325 U. S. 687, disregarded similar 
rights possessed by the wife 

The rebuttal is that the question in the 
Goldstone case was whether there was any 
reversionary interest at all, whereas the ques- 
tion under Sec. 2042 is whether there is a 5 per 
cent reversionary interest. Moreover, the sec- 
tion makes it plain that the value of the rever- 
sionary interest is to be determined by “usual 
methods of valuation, including the use of tables 
of mortality and actuarial principles. .. .” 
There are no tables or actuarial principles to 
value what the wife would be likely to do with 


(Continued on following page) 
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in such a case, the husband has retained no 
reversionary interest. 

However, since the meaning of the 5 per 
cent reversionary interest provision will 
undoubtedly be cleared up by the forth- 
coming regulations, it would seem advisable, 
as a general rule, for an insured to delay 
making gifts of insurance until after the 
regulations are released.” 


Insurance v. other property as subject 
matter of gift—There are some who make 
gifts of their insurance only because they 
do not regard it in the same light as their 
other However, in the case of an 
both willing and able to 

insurance or his other 
property, the choice of which to give should 
be governed by his objectives. The factors 
that make a gift of insurance desirable in 
one case may make it undesirable in another. 


assets 
insured who is 


give either his 


4 1dvantages oy 
distinguished 


insurance.—(1) As 
other forms of prop- 
increased in value at the 
time the gift is made (or are likely to in- 
crease thereafter), gifts of insurance do not 
sacrifice the stepped-up basis on the donor’s 
death Moreover, life dis- 
tinguished from other forms of property— 
invariably increases in value by reason of 
the death of the donor. (2) As distinguished 
from income-producing property, 
gifts of insurance generally do not deprive 
the donor of current (3) Gifts of 
life insurance furnish a living motive for 
subsequent gifts in the form of premium 


gwing 
from 
have 


erty which 


insurance as 


gifts of 


income, 


(Footnote 11 continued) 


policies which she is free to dispose of at any 
time and in any way she pleases 

The surrebuttal is that the taxpayer has the 
burden of proof, and that in the absence of 
tables showing actuarially what the possibility 
of a wife's disposing of insurance, except to 
her husband, would be worth, the court ought 
to ignore this possibility. 

" Nevertheless, the dispute as to the meaning 
of the 5 per cent reversionary interest provision 
should oceasion no delay in cases where actu- 
arially the insured would be left with a rever- 
sionary interest of less than 5 per cent, for 
example, a gift to a trust measured by several 
lives, or a gift by an aged insured to a very 
young donee, See special table issued by Mu- 
tual Life Insurance Company of New York, 
showing the disparity in ages between the donor 
and the donee or donees required to reduce the 
reversionary interest to less than 5 per cent. 

“% Estate of Achille F. Israel et al., CCH Dec. 
14,288(M), app. dismissed (CCA-3, September 5, 
1945) 

“ Yohlin, article cited at footnote 7, p, 14. 
Also, the fact that the insured plans to con- 
tinue to pay the premiums may cause the 
donee to refrain from cashing in the policy. 

% A gift of a policy to a minor can be made 
subject to powers in trust vested in an adult. 
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payments. As to the subsequent gifts, the 
contemplation-of-death risk is therefore 
reduced.” (4) Gifts of insurance involve no 
management problems, and are less likely 
to be squandered.* Moreover, life 
insurance is a relatively static form of 
property, it is less likely to require guardi- 
anship in the case of a gift to a minor.” 


since 


Disadvantages of giving 
Gifts of life 
donor’s 


insurance. — (1) 
insurance do not reduce the 
taxable income since, as noted 
above, dividends generaily are not taxable. 
(2) For a three-year period, gifts of insur- 
ance policies (as distinguished from annual 
gifts to pay premiums) are peculiarly vulner- 
able to attack as 
of death.” 


gifts in contemplation 


General Procedural Points 


Assuming 
make a 


the insured has decided to 
gift of his 


points 


insurance, there are 


several which merit attention, re- 


whether the 
right or in trust. 


gardless of gift is to be out 


Of necessity, these points 


can be discussed only generally. The varia- 


tions in policy language and in company 


practice are almost limitless and it is ap 
parent that the proper precedure to be fol 
lowed in any given case must depend not 
only upon 


the provisions of the policy in 


volved but also upon the practice of the insurer 


Policy provisions as to incidents of owner- 
ship.—Some policies—usually older ones 


This furnishes a method of preserving power to 
take needful action during the donee’s minority 
without having a guardian. 

In some states, a minor cannot borrow on or 
cash in a policy he owns except through a 
guardian (New York Insurance Law, Sec. 145). 

% Vanderlip wv. Commissioner, 46-1 usr 
1 10,267, 155 F. (2d) 152 (CCA-2). However, 
relying on Liebmann v. Hassett, 45-1 usr 
{ 10,184, 148 F. (2d) 247 (CCA-1), Dicus (article 
cited at footnote 11) suggests a method for 
minimizing the contemplation of death risk: 

“In the Liebmann case, decided by the First 
Cireult, an assignment of insurance was ad- 
mittedly made in contemplation of death. The 
assignee paid the two premiums subsequent to 
the assignment, and the full death proceeds 
included in the insured’s estate were reduced 
by a pro rata portion of the total proceeds 
represented by the ratio of the premiums paid 
by the assignee to the total premiums paid. 
Presumably this same doctrine will apply today. 
For that reason, it might be well, where family 
circumstances permit, to consider having the 
assignee pay the premiums for the three years 
subsequent to assignment. This could result in 
eliminating from taxation a substantial portion 
under the pro rata test, particularly in the 
case of relatively new policies.”’ 
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oitt within the annual exclusion (or to limit 


provide incidents of 


that ownership, for 
example, changing the beneficiary, selecting 
an optional mode of settlement, making a 
loan, or surrendering the policy, can be 
exercised only by the insured or only with 
his consent.” An 


“absolute” assignment of 
such a policy may not be sufficient to di- 
vest the insured of all incidents of ownership.” 


On occasion, there will be a supplemental 
contract which confers certain rights on the 
insured, for example, the right to receive 
disability income. Here again, an 
lute” assignment of the policy itself may 
not be sufficient to divest the insured of 
such special rights. 


““abso- 


In the 


surance 


the 
have 


light of law, 
companies prepared special 
and transfers of ownership 


or assignment forms designed to make plain 


new some in- 


endorsements 


that the insured, on assigning the policy, is 
divesting himself of all incidents of owner- 
ship “4 


In the absence of such an endorse 


ment or form, it is advisable for an insured 
who desires to make a gift for the purpose 
of removing from his estate the proceeds of 
the 
the 


may 


polic ies of 
check 


steps as it 


types under discussion, to 
and to take 


divest 


with insurer, such 


suggest to himself 
; 


of all incidents of ownership.™ 
will 


This course 
serve not only to accomplish the in- 


7 A somewhat analogous situation is presented 
by a policy previously given away, subject, 
however, to a so-called ‘“‘restrictive endorse- 
ment,’’ for example, a grandfather who has 
made a gift of a policy on his life to his grand- 
daughter but has provided that without his 
consent no incident of ownership may be exer- 
cised The grandfather can now continue to 
pay the premiums without having the proceeds 
of the policy included in his estate, provided 
he gives up his rights under the restrictive 
endorsement 


*% Estate of Louis Goldstein et al. v, U. 8., 


54-2 ustc { 10,961, 122 F. Supp. 677 (Ct. Cls.) 

"The following language has been adapted 
from a form recently issued by one of the life 
insurance companies 

Notwithstanding anything to the 
contained in this policy or any 
endorsement thereto, the owner alone may 
receive every benefit, exercise every right and 
enjoy every privilege which, in the absence of 
this instrument, would have been available to 
the insured."’ 


contrary 
supplement or 


* Naming a number of successive beneficiaries 
might suggest itself as a method of reducing 
the value of any reversionary interest in the 
insured to less than 5 per cent. This method is 
unsafe because the named beneficiaries may die 
Even if estates or institutions (which cannot 
die) be named, there still remains the possi- 
bility that the donee of the policy or some 
subsequent owner may change the beneficiary 
designation. 

Where the insurance is given in trust, 
been suggested that 


it has 
“the insured never be one 


Gifts of Life Insurance 


sured’s estate tax objective, but also to pre- 
clude future difficulties with the insurer as 
to how the incidents of may 
be exercised. 


ownership 


Avoiding possible conflict between donee 
and beneficiary.—An insured may make a 
gift to A of a policy in which B is named 
as beneficiary, and A may fail to change the 
beneficiary designation. Upon the death of 
the insured, who is entitled to the proceeds ? 
There is a division of authority among the 
various this The ma- 
Recogniz 
insurance 


States on question, 
jority rule favors the assignee.” 
ing this split of authority, the 
companies, in their recent policies, 
have included a provision expressly stating 
that the assignee is entitled to the proceeds 
as against 
insured 


more 


the beneficiary. However, if an 
to make a gift of an old 
policy in which the point is not expressly 


covere d, he 


desires 


should first name the donee as 


the beneficiary.* 


Multiple donees and policies. An in- 
sured number of policies and 
them to a group of bene 
example, to his children, in 
way as to discrimination 
should the gifts so 
that each child will end up with an identical 


This 


1 
who has a 


wants to give 
ficiaries, for 


such a avoid 


among them, arrange 


but separate interest in each policy, 


of the trustees, since he would then be in a 
position to exercise, either alone or with others, 
the incidents of ownership. This would cause 
the proceeds to be includable in his estate.’’ 
Yohlin, cited at footnote 7, p. 18 But cf. 
Karagheusian, 23 TC No, 102 (1955), which 
seems to hold that the insured’s power to amend 
the trust does not constitute an incident of 
ownership in the insurance policies On the 
other hand, it should be noted that the court, 
in the Karagheusian case, was influenced by the 
fact that the insured had never owned the 
policies and therefore did not retain’ any 
incidents of ownership However, the statute 
(Sec, 2042) imposes the tax on any insurance 
with respect to which decedent ‘‘possessed’’ at 
his death any incident of ownership More- 
over, the regulations say ; . the term 
‘incidents of ownership’ is not confined to 
ownership in the technical legal sense.’’ (Regs. 
105, Sec. 81.27.) 

1 Davis v. Modern Industrial Bank, 279 N. Y 
405, 18 N. E. (2d) 639 (1930); Dechert, ‘‘Assign- 
ments of Life Insurance Policies,"’ in McCahan, 
The Beneficiary in Life Insurance (1948), 22 and 
app. at 233 

2 However, if, at the 
insured’s 
uniformly 


time of the 
estate is named as beneficiary, it is 
held that the gift to the assignee 
ipso facto makes him the beneficiary, and in 
such a case it is not necessary to name the 
assignee as beneficiary McCahan, work cited 
at footnote 21, p. 234; Metropolitan v. Poliakoff, 
123 N. J. Eq. 524, 198 Atl. 852 (1938). 


gift, the 








can be accomplished by splitting each exist- 
ing policy into smaller ones.” The reasons 
for giving the children identical interests in 
each policy are these: 

(1) The policies may differ materially in 
many important respects, for example, type, 
cash surrender value, dividends, amounts 
payable on optional modes of settlement, 
guaranteed interest rates, double indem- 
nity, disability income and waiver of pre- 
mium provisions. 

(2) Although at the time of the gift the 
insured may intend to continue paying the 
premiums on all the policies, he may some 
day decide to pledge some of the policies 
or to drop some, 


Outright Gifts of Insurance 


Assuming that the insured has decided to 
make an outright gift of his insurance, vari- 
ous questions arise in connection with the 
procedure he should follow. 


In cases where it is not the aim of the 
insured to keep the amount of the gift with- 
in the annual gift tax exclusion (or to limit 
the amount of the gift or the resultant gift 
tax), and there is only one donee, an as- 
signment which effectively divests the in- 
sured of all the incidents of ownership 
is all that is required, 


Splitting the policies.—If, however, the 
insured desires to give his policy to two 
or more donees, for example, his sons, he 
should have the insurer split the policy into 
two separate policies, and then give one of 
the separate policies to each son. The rea- 
sons are these: If the two sons own one 
policy, the insurance company will not per- 
mit either son to exercise any of the inci- 
dents of ownership unless he acts in concert 
with the other. Moreover, since the sons 
would have to act in concert, their interests 
probably would not be regarded as present 
interests for gift tax purposes, and therefore 
the benefit of the annual gift tax exclusions 
might be lost.” 

The same considerations prevail when the 
insured wants to keep the amount of the 


gift within the annual exclusion (or to limit 
the amount of the gift or the resultant gift 
tax), and as a result is not prepared to as- 
sign the entire policy to the donee. Here 
again, the policy should be split into sepa- 
rate smaller policies. Gifts of the smaller 
policies can then be made from year to year, 
thus limiting each gift to the desired amount. 


Borrowing.—If the insured desires to 
limit the amount of his gift, another method 
he can pursue is to borrow against the 
policy before making a gift of it. It is im- 
portant to have the assignment recite that 
the gift is subject to the loan, for otherwise 
it might be contended that the insured made 
a gift of the entire policy. In each year 
after the year in which the gift is made, the 
insured can, if he chooses, make an addi- 
tional gift merely by paying off an appro- 
priate part of the loan. 

If the borrowing method is used, the 
entire increase in the value of the policy 
caused by the insured’s death will escape 
taxation as part of his estate because a gift 
has been made of the entire policy. If, how- 
ever, the splitting method is followed, only 
part of the increase will escape taxation 
as long as the insured owns one or more of 
the smaller policies resulting from the split- 
ting. On the other hand, the borrowing 
method requires the insured to borrow 
money he may not want or need, and to 
pay for, or be charged with, interest.” 


Selling.—Effectuating a gift by selling the 
policy to the donee for less than its fair 
market value should be avoided because 
selling would involve a transfer for value, 
and as a result, the donee would have to re- 
port part of the proceeds as ordinary income.” 


Gifts of Premiums on New Insurance 


The insured may wish to take steps to 
reduce his estate taxes. On the other hand, 
he may wish to keep his existing insurance 
so that he will always have its cash sur- 
render value to fall back on in case of need. 
The insured, if he is still insurable, can keep 
the cash surrender value and yet take ad- 





* Most companies will permit a larger policy 
to be split into several smaller ones, provided 
the company regards the request as reasonable 
and the face amount of each resulting policy is 
not less than $1,000. If the original policy is 
of a type which is written only in larger multi- 
ples, generally that multiple will be the mini- 
mum face amount for which a separate policy 
will be issued. 

* Skouras, CCH Dec. 17,568, 14 TC 523, aff'd, 
51-1 ustc 7 10,805, 188 F. (2d) 831 (CA-2). 

*D. 8. Jackman, CCH Dec. 11,853, 44 BTA 
704 (1941) (acq., 1944 CB 15); Commissioner v. 
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Advantages of tuso-donor trust. — There 


Proctor, 44-1 wstc $10,110, 142 F. (2d) 824 
(CCA-4). 

*If a taxpayer on the cash basis pays inter- 
est on a loan from an insurance company merely 
by increasing the amount of the loan, he will 
not be entitled to an interest deduction. The 
relationship between the insurer and the as- 
sured is not that of creditor and debtor. The 
interest must actually be paid in order to be 
deductible. 

7 1954 Code, Secs. 72(g), 101(a)(2). See Yoh- 
lin, article cited at footnote 7, p. 16. 
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vantage of the elimination of the premium 
test. He can accomplish this by 
taking paid-up insurance on his old policies, 
which he would keep for himself. He would 
then pay the premiums on new insurance 
on his life taken out by someone else, for 
example, his daughter. 
keep the new 


payment 


This procedure will 
insurance out of his estate 
and will, in addition, reduce his estate by 
the amount of the premiums he paid on the 
new insurance. Obviously, the old insur 
ance will be included in the insured’s estate 
but only in the reduced 
As to this old insurance, 
neither gift nor gift tax 
on the new 


paid-up amount. 
there would be 
The net premiums 
would prove to be 
approximately the same as if the old insur- 
had 


surance taken out. 


insurance 


ance been continued and no new in 


However, to the extent 
that the old insurance is replaced by new, 
which are no longer avail 
example, disability 
ments, and decidedly larger payments under 
the optional 


be lost. 


benefits 
able, for 


policy 
income pay 
would 


modes of settlement, 


Gifts in Trust 


As a general rule, as between making an 
outright gift or a gift to a trust, it is better 
taxwise (even though the gift tax exclusion 
may be lost) to make a gift to a trust, at 
least when substantial amounts are involved. 

The tax advantages that may be obtained 
by gifts in from 
outright others, the 
advantages made possible by 
various trust provisions, for example, provi 
sions for accumulating and sprinkling,” and, 
if the trust lasts long enousth, the avoidance of 
death taxes on the estates of the beneficiaries 


trusts—as distinguished 


gifts—include, 


income tax 


among 


insurance 
future 


Moreover, if the 
funded, 


ade- 
will be 


trust is 


quately premiums 


* Mannheimer 
Aspects of Various Will and Trust Arrange- 
ments,’’ Proceedings of New York University 
Decennial Institute on Federal Taxation (1952), 
p. 909 

“In the case of a trust funded by the in- 
sured himself, the mere fact that the trust 
income used to pay the premiums would be tax- 
able to him under 1954 Code, Sec. 677, would 
not seem to furnish any basis for regarding the 
premiums as having been paid by him for con 
templation-of-death purposes 

”“ Dicus, article cited at footnote 11, p. 942; 
Lawthers Some Murky Blessings of the New 
Tax Code VIII Journal of the American Soci- 
ety of Chartered Life Underwriters 329 (1954): 
Casner The Internal Revenue Code of 1954 
Estate Planning,’’ 68 Harvard Law Review 222 
(1954): Paul, Federal Estate & Gift Taxation, 
Sec. 10.24. Cf. Liebmann v. Hassett, cited at 
footnote 16. But cf. Estate of Charles T. Smith 
CCH Dec. 12,950(M), 1 TCM 518 (1943) 


and Friedman, ‘‘Income Tax 


Gifts of Life Insurance 


lf an insured funds a trust to 
carry insurance on his own life, 


the trust income used to pay 


the premiums will be regarded as 
the insured's own income and will be 
taxable to him just as 

if no trust had been created. 


paid by the trust with the result that the 
contemplation-of-death risk will be elimi- 
nated as far as the premium payments are 
concerned.” At first blush, this would seem 
to be relatively unimportant because even 
if the insured himself continued to pay the 
premiums, at most only those premiums 
paid within three years of his death would 
be subject to attack. However, much more 
than the amount of these premiums might 
be involved. The consensus seems to be 
that if any premiums are held to have been 
paid in contemplation of death, the portion 
of the death proceeds attributable to those 
premiums (on a pro-rata basis) will be in 
cludable in the estate of the insured.” 

Insurance trust funded by insured v, two- 
donor trust.—If an insured not only gives 
his insurance in trust, but also gives income 
bearing securities to the trust, and directs 
that the income be used to pay the pre 
miums on the insurance, an opportunity for 
income tax saving during his lifetime will 
be wasted 

Section 677 of the 1954 Code (re-enacting 
Section 167(a)(3) of the 1939 Code) pro 
vides in substance that if an insured funds 
a trust to carry insurance on his own life, 
the trust income used to pay the premiums 
will be regarded as the insured’s own in 
come, and will be taxable to him just as if 
no trust had been created.” 


* The question arises whether the fact that 
the income from the securities is attributable 
to the insured for income tax purposes would 
be deemed a retention of the income within the 
meaning of 1954 Code, Sec. 2036, so as to result 
in the securities being taxable as part of the 
insured's estate. Cf. Hstate of Paul F. Don 
nelly, CCH Dec, 10,512, 38 BTA 1234 (1938). 

Clearly, under the 1939 Code the insurance 
itself would have been includable in the in- 
sured’s estate, because he indirectly paid the 
premiums However, now that the premium 
payment test has been abolished, the fact that 
the income used to pay the premiums was 
attributable for income tax purposes to the 
insured should not cause the proceeds of the 
policy to be taxable as part of his estate, since 
they would not be taxable even if he paid the 
premiums directly 








Advantages of tuo-donor trust. — There 
is an insurance trust arrangement under 
which this adverse income tax result can 
be avoided—under which the trust income 
used to pay the premiums will not be re- 
garded as the income of the insured. The 
insured may give his policies to the trust 
but leave it to some third person, for ex- 
ample, his wife, to give securities to fund 
the trust. The income from the securities 
will not be taxable to the insured even 
though it is used to pay the premiums, be- 
cause Section 677 does not refer generally 
to all income used to pay premiums. It 
applies only to income used to pay pre- 
miums on the life of the donor, and the wife 

-not the insured—is the donor as far as the 
securities are concerned.” 


Therefore, if the wife funds the trust, a 
distinct income tax advantage will be gained. 
It flows from the fact that (subject to an 
exception not material here™) the trust it- 
self, as a separate taxpayer, pays the income 
taxes on trust income which is not dis- 
tributed to any beneficiary. Income used 
to pay premiums is invested—not dis- 
tributed. In other words, the advantage 
hinges on the fact that the income used to 
pay premiums is accumulated or—at least 
for federal income tax purposes—is deemed 
accumulated.” As a result, the insurance 
is paid for with income taxed in the trust’s 
low income tax brackets instead of income 
taxed on what almost invariably would be 
the appreciably higher brackets of the wife. 
The net effect is that the insurance is bought 
more cheaply than if there were no trust 
at all (or if the trust were funded by 
the insured)” 


It should be noted that in some states the 
use of trust income to pay premiums on life 
insurance may be barred by local statutes. 
There are a number of states,” including 
New York, which prohibit accumulations of 
trust income for the benefit of adult bene- 
ficiaries. In New York, however, the stat- 


“=W. C. Cartinhour et ux., CCH Dee. 13,811, 
3 TC 482 (1944) (acq., 1944 CB 5): Central 
Hanover Bank & Trust Company v. Hoey, 47-2 
ustc { 9387, 74 F. Supp. 770 (DC N. Y.); Lucy A. 
Blumenthal, CCH Dec. 8543, 30 BTA 591 (1934): 
Commissioner v. Jergens, 42-1 usrc { 9471, 127 
F. (2d) 973. 

“In certain instances, the new ‘‘five-year 
throwback’’ rule will cause accumulated income 
to be taxed to the beneficiary upon distribution 
(1954 Code, Secs. 665-668). 

“See Kennedy, Federal Income Taxation of 
Trusts & Estates (1948), p. 106 

“See computations in Mannheimer and 
Wheeler, ‘‘Trusts of Insurance on Relatives’ 
Lives—Their Tax Advantages,"’ III Journal of 
American Society of Chartered Life Under- 
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In some states the use of trust 
income to pay premiums on 

life insurance may be barred by 
local statutes. 


ute expressly permits use of trust income 
to pay premiums on life insurance owned by 
the trust.” Therefore, barring a few situ- 
ations of limited application, a trust to carry 
life insurance is the only kind of trust under 
which trust income can be accumulated for 
adult beneficiaries in New York. 


In other states which bar accumulations 
generally and which have no comparable 
statutory exceptions, it is uncertain whether 
trust income can be used to pay premiums 
on life insurance owned by the trust, be- 
cause the law is not settled whether such 
use constitutes an accumulation within the 
meaning of these local statutes,” as dis- 
tinguished from federal income tax law. 


The two-donor trust also has an estate 
tax advantage. In the case of a trust funded 
by the insured himself, his transfer of the 
securities as well as his transfer of the in- 
surance is peculiarly vulnerable to attack 
as having been made in contemplation of 
death,” However, where the wife transfers 
the securities to the trust, the contemplation- 
of-death risk is reduced because the afore 
mentioned income tax advantage furnishes 
a living motive for the transfer. 


Limitations on two-donor trust. Unfor- 
tunately, it is only in a limited set of cir- 
cumstances that resort can be had to the 
two-donor trust. Often, there will be no 
wife (or other second donor) who is both 
able and willing to donate securities to fund 
the trust. The insured himself can neither 
directly nor indirectly supply the securities, 
for if he does, he will be regarded as the 
sole donor with the adverse income tax 
result already noted above. 


writers 238 (1949), and 27 Taxes 453 (May, 
1949); and Mannheimer and Friedman, article 
cited at footnote 28. 

* Alabama, Arizona, Illinois, Indiana, Michi- 
gan, Montana, New York, North Dakota, Penn- 
sylvania, South Dakota and Wisconsin. 

** New York Personal Property Law, Sec. 16 

* Two New York cases, In re Meyer’s Estate, 
119 N. Y. S. (2d) 737 (1953), and Matter of Hart- 
man, 126 Misc. 862 (1926), and an English case, 
Bassil v. Lister, 9 Hare, 177, 20 L. J. Ch. 641, 
15 Jur. 964, hold that there is no accumulation 
However, the English decision has been vigor- 
ously criticized. Jarman, Treatise on Wills 
(1930), pp. 367-371. 

* Garrett v. Commissioner, 50-1 ustc {§ 10,761, 
180 F.. (2d) 955. 





es a | hh ee he le ee 


m - 





Another factor that will discourage the 
use of the two-donor trust arrangement is 
that if the wife (or other donor) is named 
as the beneficiary of the trust or of the 
insurance, in many cases“ the income from 
the securities will remain taxable to her“ 
and on her death the principal of the trust 
will be includable as part of her estate. 


Where the two-donor trust arrangement 
is not feasible, it does not follow that the 
gift of the insurance should be made out- 
right. If substantial amounts are involved, 
it is preferable that the insured create and 
himself fund an insurance trust, rather than 
that he make outright gifts of his insurance 
and continue to pay the premiums. It is 
preferable, despite the fact that the income 
from the securities will be taxable to the 
insured. The are: (1) Successive 
death taxes in the estates of the beneficiaries 
can be avoided; (2) any securities used to 
fund the trust are removed from the in- 
sured’s estate for estate tax purposes (giv 
ing the securities outright would have the 
same effect but there would be no certainty 


reasons 


In the case of an affluent couple 
who desire to make gifts to 
their descendants, taxwise the 
two-donor trust arrangement is 
the best method of giving 
insurance, the authors conclude. 


that the securities would be preserved intact 
or that the income therefrom would be used 
to pay the premiums); (3) the various in- 
come tax advantages made possible by trust 
provisions, for example, provisions for ac- 
cumulating and sprinkling, will become avail- 
able at least after the death of the insured; 
and (4) as pointed out above, the contem- 
plation-of-death risk as to premium pay- 
ments is eliminated. 

However, in the case of an affluent couple 
who desire to make gifts to their descendants, 
taxwise we regard the two-donor trust ar- 
rangement as the method of giving 


insurance. [The End] 


best 
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be cut down to the sea floor at such a time 
Heavy drilling rig motors require substan- 
tial overhauls at intermittent periods. Self- 
insurance is carried by some large operators. 
If reasonable, an annual allowance can be 
made for such items. Also, the sum of the 
aggregate reserve for such items can b« 
adjusted by the Secretary. It appears that 
all accrual-basis taxpayers should make the 
election to deduct 
method is elected, it must be 
applied to all estimated expenses, so this 
requirement must be watched with the hop« 
of avoiding a reduction in depletion by rea 
son of the 50 per cent 


estimated expenses, Ili 


the reserve 


limitation. 


The proposed temporary regulations re- 
quire that the shall be made by 
a statement attached to the taxpayer’s re- 
turn for the year to which 
applicable that the 
show: 


election 


the election is 


and statement must 


(1) the method of accounting used by the 
taxpayer in the particular trade or business, 
(2) the nature of the 
(for example, 


estimated expenses 


“warranties on appliances o1 


” However, if the wife is to receive income 
(but not principal) from the trust after the 
death of the husband, then the income from the 
securities she contributes to the trust will not 
be taxable to her. Lucy A. Blumenthal, cited 
at footnote 32. On the other hand, the reten- 


Gifts of Life Insurance 


leasehold 


period 


restoration covenants”), (3) the 
which the 


contracts 


over each 
exists and (4) a 
schedule showing in detail how the amount 


of the estimated expenses was computed. 


liability on 


class of such 


Conclusion 


In conclusion, it appropriate to 
note that the new Code has statutorily au 
thorized the 


seems 


deduction for intangible de 


velopment costs indirectly by providing that 


such items do not have to be capitalized 


Industry committees should advise the Sec 


retary of the many new problems created 


by the new law. The statutory definition 


of a property is beneficial. The change in 


the net 


operating loss deduction is bene 


ficial; so is the change in the five-year 


$50,000 rule from which intangible develop 


ment costs are now eliminated. Taken as 


a whole, the Code is good for the industry, 


but the provisions regarding the incorpora 


tion of above should 


[The End] 


tion of income after the death of the husband 
would result in all of the securities being tax- 
able as part of her estate. 1954 Code, Sec, 2036 
* 1954 Code, Secs. 673, 677 
” 1954 Code, Secs. 2036, 2037. 


properties discussed 


be changed 








Books 


Of 
interest 
to the Tax Man 





Collated Tax Lectures 


New York University Thirteenth Annual 


Insttiute on Federal Taxation Matthew 
Bender & Company, Albany 1, New York. 
195 1,326 pages. $23.50 


One of the most popular tax conferences 
is that held by New York University each 
year in Novernber in New York City. The 
fruitfulness and profit inuring to the bene- 
fit of those attending is the cause of such 


popularity. The excellent lectures are printed 
in one volume A great amount of credit 
for the success of these institutes must go 


to its executive director, Henry Sellin, and 
his advisory committee. It is this group 
vhich selects the tax problems which are 
to be discussed by the lecturers. The book, 
is a consequence, contains a great amount 
of valuable tax literature on pressing tax 
problems of the moment 


An Appreciated Book 


Depreciation. Eugene L. Grant and Paul 
I. Norton, Jr. The Ronald Press Company, 
15 East 26th Street, New York 10, New 
Y ork 195 504 pages $7.50 


Since the enactment of the 1954 Revenue 
Code, more articles, booklets and charts 
regarding the new depreciation provisions 
have come into existence than comparable 
literature on other tax-break sections. But 
here is a book, long known as a compre- 
hensive reference volume on the subject of 
depreciation, which has been revised to 
reflect tax law changes. It stands as the 
most comprehensive, up-to-date treatise on 
the subject 


Unfortunately, it seems necessary to re 
mind some that depreciation is not just a 
tax gimmick and that a high standard of 
living depends on technological progress 
Obstacles to technological progress are 


obstacles to the improvements in the stand- 
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ard of living. Depreciation is a necessary 
means by which, ultimately, the consumer 
shares and benefits in such progress, for it 
is by the means of accumulating deprecia 
tion reserves that new methods and new 
machines are made available to increase 
worker productivity and thus build a higher 
standard of living. High taxes and low 
depreciation rates are a bad combination 
which, in the long run, exert strong pres 
sures in the direction of technological stag 
nation Whenever allowable lives are so 
long that it is likely they will include some 
loss years, there is a possibility that a part 
of the investment will never be allowed 
as a tax deduction. This combination has 
a particular impact upon a business expect 
ing unstable earnings 


The authors’ recommendations on the 
accounting and income tax treatment of 
depreciation may be stated briefly as follows 


Prior to 1934 the common practice in 
competitive industry in the United States 
was to write off the cost of fixed assets 
considerably more rapidly than would be 
possible with the straight-line method based 
on the best evidence of full service life 
(that is, according to the straight-line group 
principle) Under the influence of the 
change in income tax treatment of deprecia 
tion that took place in 1934, there has beer 
a gradual trend toward the use of the 
straight-line group principle in competitive 
industry. For reasons developed throughout 
this book and summarized in Chapters 17 
and 18, the authors believe that the public 
interest requires the abandonment of the 
straight-line method based on the best evi 
dence of full service life as a standard of 
reasonableness of depreciation rates, and the 
substitution of one or more other standards 
allowing a more rapid write-off in the early 
years. This is a sound recommendation 
entirely apart from income tax considera 
tions. However, the practical certainty of 
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continued high income tax rates for many 
years into the future makes it imperative 
that there be a liberalization of the income 
tax treatment of depreciation in the United 
States. Otherwise, the continued combina- 
tion of high income tax rates and low 
allowable depreciation rates would exert a 
strong influence in the direction of tech- 
nological stagnation 


As a practical matter of income tax 
administration, some other definite standard 
of reasonableness of depreciation rates must 
be substituted. The authors recommend that 
the consistent use of any of the three 
following methods be acceptable for income 
tax purposes, provided the method is also 
used in the taxpayer’s own books: 


(a) straight-line item method, with the 


entire cost, less salvage value, of assets 
written off in two thirds of the estimated 
average service life; 


(b) multiple straight-line method, with 
half of the cost, less salvage value, written 
off in the first quarter of the estimated 
service life and the remaining half in the 
final three quarters of the life; 


(c) declining-balance method, using a rate 
on declining balances equal to not more 
than 2.5 times the appropriate straight-line 
rate based on the estimated average service 
life 

[he authors believe that method (c) will 
be found preferable to methods (a) or (b) 
in most circumstances, 


Under each of these three methods, stand- 
ard rates for each class of assets should 
be available to all taxpayers. These rates 
should be based on average industry-wide 
experience as far as possible. No taxpayer 
should be penalized by the requirement of 
a lower depreciation rate than the standard, 
even though his assets have longer average 
lives than the life on which the standard 
was based. But taxpayers who can show 
mortality experience indicating shorter lives 
than the standard should be entitled to cor- 
respondingly higher rates 


Unless the period of carry-over (carry- 
forward) of losses is extended to five years 
x more, the tax benefit rule should be 


applied to depreciation 


For the time being it is recommended that 
the orthodox depreciation base of cost be 
continued for both accounting and income 
tax purposes. However, in the interests of 
conservation of enterprise capital, Section 
102 should be liberalized to give recognition 
to the overstatement of profits that results 


Books 


from the use of the cost base for deprecia- 
tion following a substantial rise in price 
levels. 

This book is replete with charts and 
illustrations necessary for an understanding 
of depreciation reserves and tax deprecia- 
tion deductions 


More on Depreciation 


New Rapid Tax Depreciation—How to Use 
It Profitably. Willard F. Stanley. Prentice 
Hall, Inc., 70 Fifth Avenue, New York 11, 
New York. 1955. $15. 


While much has been written, and is being 
written, about the new federal tax deprecia 
tion policy, this book goes a little beyond 
the tax aspects of the three permissible 
methods. Due in large part to the back 
ground of the author—who has had over 
30 years of experience in financing, account 
ing, taxation and general corporate matters 
—the expanded treatment of the subject is 
possible. For instance, the author discusses 
the economic gain to be had from the interest 
free use of the deferred taxes and he illustrates 
the saving with tables 
impact upon earnings, market values and 
dividends of the stock of the corporation 
which uses the accelerated method 


He also discusses the 


P for Probabilities 


Design for Decision. Irwin D. J 
The Macmillan Company, 60 Fifth Avenue, 
New York 11, New York. 1953. 276 pages 


$4.25. 


This book has received a number of fa 
vorable reviews in magazines which boast 
of more general interest audiences. How 
ever, it holds special interest for the audience 


Bross 


of this magazine because lawyers, taxmen, 
accountants and all others concerned with 
taxation are constantly called upon to make 
decisions which take into consideration the 
probability of outcome. This book explains 
in simple, but mathematical, terms the con 
ditions which are set up in the decision 
making process. It breaks down and states 
in understandable language what we all do 
to reach a decision. It gives you labels for 
what you have been doing, and this labeling 
is in itself very helpful 


While none of the examples used in the 
book on probabilities has to do with decid 
ing whether or not a tax issue should be 
taken into the district court rather than the 
Tax Court—or should be taken to court at 
all—the analogy is easy to apply 
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Digests and Comments 7 
from Other Periodicals n 
- « « Staff Prepared . 
ra I 
Articles : 
I 
1 
Depletion permit, the latter allowance must be util- ‘ 
ized. ‘ 
The Tax Depletion Allowance of the In Producers Oil Corporation v. Commis ' 
Oil Industry,"” by William P. McClure. sioner, 43 BTA 9 (1940), acq. 1941-1 CB 8, the i 
George Washington Law Review, Octo- Board of Tax Appeals set forth the rule 
ber, 1954. that even though percentage depletion is 
. ‘ taken by the taxpayer, a computation by 
The author is an attorney, Washington, reat : pa} , : ; ’ 
Dc means of the cost-depletion method must 
Pints be made in order to determine which method ‘ 
Phe present law affecting the depletion Tesults in the higher allowance. | 
allowance of oil properties is set forth in Cost depletion, unlike percentage deple- 
Sections 611-614 of the Internal Revenue tion, is based upon the taxpayer’s actual 
Code of 1954. This act made only two sub- investment in the oil property. In order to | 


stantive changes in the prior law (Sections 
23(m) and 114(b) of the Internal Revenue 
Code of 1939, as amended) dealing with 
the depletion of oil properties. The first 
set forth in Section 611(b)(4) 
with the apportionment of the 
depletion deduction between an estate and 
The forth 
in Section 614 and deals with the definition 
of the term “property” and the election to 
aggregate separate interests. 


change is 
and deals 


its beneficiaries. second is set 


The income tax regulations dealing with 
the depletion the Internal 
Revenue Code of 1954, which are expected 
to be issued early in 1955, probably will be 
quite the regulations 
with the exception of 
dealing with the substantive 
changes in the law set forth in Sections 
611(b)(4) and 614 of the new Code. 


provisions of 


similar to 
118), 


present 
(Regulations 


those parts 


The present law permits a depletion al- 
the the 
methods of determining 
depletion or 


lowance ascertained by use of 


higher of two 


depletion—cost percentage 


depletion. 


Section 613(a) of the Internal Revenue 
Code of 1954 represents no substantive 
change from prior law. In other words, if 


the the 
means of percentage depletion results in a 


a computation of allowance by 


lesser allowance than cost depletion would 
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suevested that a thorough studyv he made of 
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determine the cost-depletion allowance, the 
adjusted basis of the oil deposit (total un- 
recovered depletable cost) must first be 
ascertained. Section 612 provides that the 
manner in which the basis on which 
depletion is to be allowed with respect to 
any property shall be the adjusted basis 
provided in Section 1011 of the Internal 
Revenue Code of 1954 (dealing with the de- 
termination of the gain upon the sale or 
other disposition of property). After ascer- 
taining the adjusted basis of the oil deposit, 
one must find the “depletion unit.” This 
amount is the adjusted basis of the oil de- 
posit divided by the number of units (num- 
ber of barrels) remaining as of the taxable 
year. “The number of units remaining as 
of the taxable year” is the number of units 
remaining at the end of the year to be 
recovered from the property (including 
units recovered but not sold) plus the num 
ber of units sold within the taxable yea 
The result is then multiplied by the number 
of units sold during the taxable year to de 
termine the depletion allowance. 


cost 


As to percentage depletion, Section 613 
of the Code provides that the 27.5-per-cent 
of-gross-income figure is limited in that the 
depletion may not exceed 50 per cent of the 
taxpayer’s taxable income from the prop 
erty. Even though this limitation is im 
posed, as a general rule in the case of more 


wave earner’s« lite. or he mav assion owner 








valuable properties percentage depletion 
will result in much more favorable treatment 
to the taxpayer depletion. Of 
course, if the lease payment is very costly 


or there is a high cost of 


than cost 


operation, cost 
depletion rather than percentage depletion 
might very well result in the higher allowance 
\ taxpayer is permitted depletion if he 
has a capital interest (an economic interest) 
in the oil in place, and without doubt the 
problem of determining whether or not a 
has an economic interest in the oil 
in place has caused more litigation than 
any other problem in the depletion field. 


person 


Section 613 of the Internal Revenue Code 
of 1954 permits an allowance for depletion 
of 27.5 per cent of the gross income from 


the property, excluding from such gross 


income an amount equal to any rents or 
royalties paid or incurred by the taxpayer 
in respect to the property 


important to 


It thus becomes 
what constitutes 
gross income from the property, in order to 
ascertain the amount of depletion to be al 
lowed It has held that the term 
“gross income from the property” is syn 
onymous with the amount to be included in 
the taxpayer’s gross income under 
61 of the Internal Revenue 


determine 
been 


Section 
Code of 1954. 
forth in Section 613(a) of the 
Code of 1954, the per- 
“shall not ex- 
ceed 50 percent of the taxpayer’s taxable 
income from the property (computed with 
out allowance for depletion) ws 


114(b)(3) of the Internal Rev- 
enue Code of 1939 limited the allowance to 
50 per cent of the net income of the tax- 


As is set 
Internal Revenue 


centage depletion allowance 


Section 


payer. However, both the House and 
Senate reports dealing with the Internal 
Revenue Code of 1954 clearly state that 


the term “taxable income from the property” 
means the same as “net income from the 
property” in Section 114(b)(3) of the 1939 


Code . 


determine the net income 
from an oil property, it is necessary that the 
income from the property be reduced by 
development expenses deducted in comput- 
ing taxable net income. 


In order, to 


Costs of exploiting 
the oil, if properly deductible in computing 
net income, are also deductible to determine 
the net limitation on percentage 
depletion. Where costs are properly capi- 


income 


from the 
sale of the capitalized property, if such loss 

ould 
must also be taken in determining the net 


talized and later a loss results 


be taken in computing income, it 


income limitation. Normal expenses plus 


Articles 


intangible drilling costs which have been 


charged to expense be deducted in 
income for the 


of the 50 per cent limitation. 


must 


determining net purposes 


General or overhead 


problem. 


expenses present a 
In the first place, they must be 
allocated between 
ducing activities. 


individual 


producing and nonpro 
That is to say, if an 
is engaged in an activity other 
than one which permits depletion, general 
expenses must be apportioned between the 
activities. In addition, the net income from 
the property must be separately computed 
for each economic interest held by the tax 
payer 


Che importance of determining the prop- 
erty involved is due to the fact that Section 
114(b)(3) limited the allowance to 50 pet 
cent of the net 
Thus, in 


income of the property 
first to compute the 27.5 
depletion allowance and then to 
subject the result therefrom to the 50 per 
cent limitation, it is 


order 
per cent 
necessary to know 


what particular property is involved. 


The quite different methods by which the 
courts and the Internal 
Revenue properties 
involved have led to a great deal of con- 
fusion. This brought forth a 
strong need of a statutory definition of the 
term “property.” Cognizant of such a need, 
the Congress of the United States provided 


Commissioner of 


have determined the 


confusion 


such a definition in Section 614(a) of the 
Internal Revenue Code of 1954. 
The new law sets forth a general rule 


adopting the definition of the Commissioner 
of Internal Revenue, which states that for 
the purpose of computing the depletion al 
lowance in the case of mines, wells and 
other natural deposits, the term “property” 
means each separate interest owned by the 
taxpayer in each mineral deposit in 
separate tract or parcel of land. 


each 


It is expected that the new 
when issued will deal with the term “op- 
erating unit” in great detail. Nevertheless, 
it is the author’s opinion that the greatest 
amount of litigation dealing with Section 614 
will involve the 


regulations 


question as to what an 


“operating unit” is 


The inclusion in the 
Code of 1954 of a 
“property” 


Internal Revenue 
definition of the term 
undoubtedly will dispose of 
many problems confronting the taxpayer in 
the past. Because of the fact that it is a 
substantive change, the regulations to be 
issued by the Commissioner of Internal 
Revenue will be of great importance. It is 
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suggested that a thorough study be made oi 
the regulations, in both their proposed and 
final form, 


giving special emphasis to the 


manner of electing to aggregate separate 
As is set forth in Section 614(b), 
an election once made shall be binding upon 
the taxpayer for all 


where 


interests 


taxable 
the Secretary of the 


subsequent 
years, except 
Treasury or 


different 


his delegate may consent to a 


treatment. 


In the writer’s opinion—everything con- 
; gz 


sidered, including the net income limitation 
the present percentage depletion allow 
is a proper allowance to be given the 
oil industry In addition to the 
supporting the percentage depletion allow- 
the pointed out: The 
production of oil is an immensely expensive 


process 


ance 
reasons 
ance, following is 
Che average cost of a well prior 
to production is approximately $100,000. In 
addition, in 1953 approximately 37.4 per 
cent of all oil wells were unproductive. A 


substantial the productive 
wells produced a relatively small amount of 


percentage of 


oil. Faced with these facts, it would appear 
that without the present percentage deple- 
tion allowance the speculative nature of the 
oil industry that the risk involved 
in producing oil would make it unattractive 
to capital investment in the industry 


is such 


Tax Trap 


The Reversionary Trap,"’ by John Alan 
Appleman and George R. Davies. The 


Insurance Law Journal, December, 
1954. 


The authors are members of the Illinois 
bar. 


The 1954 Revenue 
a great 


Act has accomplished 
deal of good, particularly to life 
insurants; but it has, perhaps unwittingly, 

trap which 


hundreds of 


created a may cost taxpayers 
dollars in un 
through 


well-meant, but mistaken, advice 


thousands of 
follow ing 
We refer 


causing 


necessary estate taxes 
to a possible reversionary 
the 
is insured, under the 


2042 


interest 
taxation in whose life 


Section 


estate o!f one 


provisions ot 


One should 


twists and turns of reasoning 


not seek solutions in aca 


What, 


techniques? 


demic 
then. can be suggested as “safe” 


Here 


are two possible ones. 


The first possible technique ts what may 
be called a “ten dollar” trust 


insurance 


One’s wile, 


let us upon the 
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say, purchases 


wage earner’s life, or he may assign owner 
ship irrevocably to her in a contract already 
in force, retaining no ownership incidents 
Purchase by the wife is still preferred, inci- 
dentally, in both to minimize the 
reversionary possibility and to avoid the 


danger of a gift in contemplation of death. 


order 


To personalize this, let us say John Apple 
man’s wife is the purchaser of the insurance 
She then creates a living, or inter vivos, trust, 
with either a personal or a corporate trustee, 
revocable and amendable in character. The 
trust corpus is simply ten dollars, and the 
trust is qualified to receive and administer 
The 
trust is appropriately drawn to provide that 
John Appleman or his estate will have no 
conceivable reversionary interest 


the proceeds of life insurance policies 


thei 
owner-beneficiary 


Then his wife designates either 
daughter as successor 
with the trustee as a second successor 
the trustee as 
owner-beneficiary immediately. In the first 
the policy ownership-beneficiary 


designation would read as follows 


“Jean G. Appleman, owner-beneficiary 
successor owner-beneficiary, if first owner 


owner 


beneficiary, or successor 


instance, 


beneficiary shall predecease insured, Jessie 
Jean Appleman, her daughter; second suc 
cessor owner-beneficiary, if neither first nor 
second successor owner-beneficiary shall 
survive insured, the Northern Trust Com 
pany of Chicago, as trustee, under the Jean 
G. Appleman Trust No. 101A executed May 


14, 1954.” 


The policy would expressly provide for 
full exercise of all incidents of ownership 
of each intermediate owner. Unless desig 
nated as a beneficiary under the trust, al- 
though he is the insured, John Appleman 
would have no interest that 


policy and would have no way to acquiring 


whatever in 


any interest, by reversion or otherwise 


For the average case, an even simpler 
solution might serve. Let us take Mr 
Davies’ policies as an example. The desig 


nation could be made to read as follows 


“Helen Davies, owner-beneficiary, while 
living, otherwise to her heirs at law, exclu 
sive of her husband, George R 


Davies 


The ascertainment of “heirs” should place 
no insurmountable the 
pany. even protect itself 
by appropriate provision permitting reliance 
upon a certificate of 


burden upon com 


The insurer may 
heirship filed in any 
probate court which may have jurisdiction 
over any administration, original or ancil- 
lary, of the affairs of such policy owner 
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Trust Drafting Problems 


“Drafting Problems in the Light of the 
New Provisions Dealing with Accumula- 
tion of Trust Income and Gifts to 
Minors,"’ by Christian M. Lauritzen, Il. 
Chicago Bar Record, February, 1955. 


The author is an attorney, Chicago. 


Section 2503(c) of the Internal Revenue 
Code of 1954 states: “No part of a gift to 
an individual who has not attained the age 
of 21 years on the date of 
shall be considered a’gift 
in property 


such transfer 


of a future interest 


The statute speaks of the income being 
available to a minor, and that the property 
must be paid over to the minor when he 
twenty-one. 
the trust instrument 
common provision in 


reaches Could you provide in 


(and this is a very 
many instruments) 
that any distribution to a beneficiary under, 
say, 25 or 30 years of age shall continue to 
be held by the trustee, and so forth? It 
seems that would clearly violate the statute 
And, of course, that means that you have to 
examine your regular trust forms, not only 
in your direct provisions with regard to dis 
tribution to the minor, but you have to be 
very careful to go back into your standard 
“boiler plate” dealing with provi- 
sions for minors and take out any of those 
clauses that would violate this point 


clauses 


Also, what about the spendthrift clause? 
It would seem that imposing spendthrift in- 
structions upon the minor’s interest in this 


type of trust might cause difficulty and 
might very well lead to having the gift to 
the trust held to be a gift of the future 
interest. The regulations may clear this up 


Another possible difficulty that you may 
run into, particularly where 
number of these trusts for 
family, is the 
funds ot 


you have a 
children in the 
same commingling of the 

these trusts. The lan 
guage seems quite explicit that the funds 


must be 


several of 


solely available to a 


would be 


particular 


minor It advisable, if you are 
a series of these trusts, to provide 
funds shall not be 


administration 


Another 


Can 


creating 


that the commingled in 


point 
direct the 
ome from this 


What about 
trustee to 


insurance 
you take the in 
and invest it in 
benefit of the minor? 
grave doubts about that. In 
Ryerson v. U. S., 312 U. S. 405, the settlor 
created a trust to 


property 
insurance tor the 


[There are 


which proceeds of insurance 


Articles 


were to be paid. It was held that this was a 


gift of a future interest, not a present interest 


If you want to use insurance for the 
benefit of minors, it seems there are several 
better ways than using the minor’s trust 
The best method would be to have a parent 
assign the policy outright to the child and 


pay the premiums 

The next best procedure would be to have 
the parent very high premium 
policy, with immediate cash values, to the 
trust, and give the beneficiary of the trust 
the immediate right to the cash value or to 


use of the options of the policy without any 
consent by the trustees 


assign a 


Let us go over now to the delusive dis 
tinction between simple and complex trusts 
Theoretically, the distinction is quite simple 
A simple trust is a trust which distributes 


all of its income. A complex or accumula 


tion trust is a trust that accumulates in 
come. But when you start playing around 
with some of this complex language, you 


find that this simple distinction breaks down 
and that the whole situation is very complex. 


For example, the statute says that a simple 
trust is a trust that distributes its income 
That seems nice and clear. And it is, except 
for the fact that the statute goes on to say 
that in any year in which a simple trust, 
one in which the trustee cannot accumulate 
income, distributes corpus, it shall for that 
year be treated as though it were an accu 
mulation trust It is therefore, 
that under new statutory 
provisions, draiting is extremely important 


We take all of our nice, thick 
“boiler-plate” trustee’s powers that we have 
worked over so carefully for years and got 


apparent, 


these complex 


have to 


down to just the form we want, go through 
them all over again and, I am afraid, scrap 
a lot of them and start all again to 
develop a new set of trustee's powers 


overt 


For example, let us take the question of 
capital gains. Section 643(a)(3) says capital 
excluded from distributable net 
income if they are added to corpus under 
the terms of the 


gains are 


trust instrument 


old, customary 
clause which gives the trustee the power to 
allocate receipts, including capital gains, be 
tween income and principal? If, under that 
sort of clause, he allocates capital gains to 
corpus, he 


Sut what of our 


good 


may get into trouble under ac 
The Treasury may claim that 
effect, an accumulation of in 


come in the discretion of the trustee 


The only reasonably 
to specifically direct the 


cumulations 


this was, in 


sale would be 


to make all 


way 


trustee 


313 





such premium payments out of corpus, and, 
in fact, you might want to go even further 
and say out of corpus which has not resulted 
from accumulations of income 


Estate Tax Regulations 
as to Powers of Appointment 


“Federal Estate Tax Regulations Under 
the Powers of Appointment Act of 
1951,"" by John E. Williams. Dickinson 
Law Review, January, 1955. 


The author is chairman, Taxation Com- 
mittee, Pennsylvania Bankers Associa- 
tion, Trust Division. 


The Internal Revenue Code of 1954, ap- 
proved August 16, 1954, made no change 
in the federal estate tax law as to powers 
of appointment. Decision 6091, 
issued the same day, made all prior regu 
lations under the Internal Revenue Code of 
1939 applicable to the corresponding pro 
visions of the Internal Code of 
1954 insofar as the regulations would not 
be inconsistent. In the case of the federal 
estate tax regulations as to powers of ap 
pointment, there could be no inconsistency, 
because the 1954 Code did not change the 
provisions of the law 


105, Section 
“Introduction” 


Treasury 


Revenue 


Regulations 


entitled 
value of 


81.24(a)(1), is 
and states that the 
respect to which the 
exercised or released 
certain powers of appointment may be in 
cludible in the 


property in 
decedent pe »ssessed, 


gross 


estate 

Paragraph (a)(2) defines the term “power 
ot appointment” to include all powers which 
are in effect powers of ap 
regardless of the 


substance or 


pointment, nomenclature 


used in creating the power and regardless 
of local property-law connotations 
of such powers are given. 


Examples 


Paragraph (a)(3) defines the term “gen 
eral power of appointment” to mean, except 
for the limitations in paragraph (b), “any 
power of appoimtment flavor 
of the decedent, his estate, his creditors, or 
the creditors of his estate.” 


exercisable in 


If the power is exercisable “for the pur 
pose of discharging a legal obligation of 
the decedent or for his pecuniary benefit,” 
it is considered a general power. 

If a power to 
propriate 


consume, invade or ap- 
property for the benefit of the 
decedent is limited by an ascertainable stand 
ard relating to his health, education, support 
or maintenance, it is not to be considered 
a general power of appointment. The test, 
as to limitation by an ascertainable standard, 
is to be the that of deductibility 
for charitable, etc., purposes in the 
of a bequest to a trust “for both private 
and charitable purposes.” 


Same as 


case 


A power exercisable 
for comfort, pleasure, desire or happiness 
is not limited by an ascertainable standard 

Paragraph (a)(4) specifies that there should 
be filed with the federal estate tax return 
duplicate copies of instruments granting a 
power and of instruments by which a power is 
disclaimed, renounced, 


(b)(1) deals with estates otf 
decedents dying after October 21, 1942, as 
to general powers of appointment 
on or before October 21, 1942. 
estate includes the 


exercised or released 


Paragraph 


created 
The gross 
value of property over 
which such a power is exercised by will or 
by disposition that would be 
Section 811(c) 
1939 Code. The applicable 
Section 81l(c) or (d) are those 
in effect at the time of the decedent’s death, 
as applicable to transfers made when the 
power was exercised. 


taxed as a 
transfer under 
811(d) of the 
rules for 


or Section 


Paragraph (b)(2) deals with general powers 
of appointment created after October 21, 
1942. The value of property subject to 
such powers held by the decedent at the 
time of his death is includible in his gross 
estate, whether or not the power ws exerci tsed 
(iii) of 
releases 


Subparagraph 
with 
powers of 


paragraph (b)(2) 
lapses of general 
The last part of 
paragraph regulations deals 
with renunciations.” Sub 
paragraph (b)(2)(iv) deals with successive 
powers of appointment, whether or not the 
original power or successive power is “gen 


and 
appointment. 
(b)(2) of the 
“disclaimers or 


deals 


eral.” This subsection would appear to have 
a very limited application, possibly only in 


Delaware and Wisconsin 


“Business and financial administrators can best 
contribute to stability and growth by endeavoring to avoid or 
minimize booms instead of trying to perpetuate them, 


and by facilitating needed readjustments instead of preventing them." 


The Guaranty Survey, published by the Guaranty Trust Company of New York. 
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Exclusive Franchise . . . 
1955 Budgets... 


Rental Income v. Earned Income 


Canadian Tax Letter 


1955 Budgets 


No increases and no new taxes in pro- 
vincial budgets. 


Ontario’s 1955 budget was promulgated 
this month. No new and no 
increases in present taxes will be needed to 
meet its requirements. A minor 
in the amusement tax was noted 
ment tax on tickets 
duced to 10 per cent (now 12% per cent) 
Admissions of than 25 will be 
Municipal bond deben 
will be exempt from the 
This gives them the same tax 
treatment as federal and provincial securities 


early taxes 


reduction 
The amuse 
admission will be re 


less cents 


exempt trom tax 
tures security 
transter tax 


The new 


budget for Saskatchewan will 


no tax changes 


No new taxes will be 
new New Brunswick 


tax concessions are 


require 


needed to meet the 


budget. Some small 
instance, text 


will be 


made; tor 


books used by universities exempt 


from sales tax 


Phe Alberta 


ased taxes 


budget will not require 1n 


Exclusive Franchise 


Capital cost allowance permitted on 
limited franchise only. 


franchise 
The 
rignt 
“the 
obligations of this agree 


\ taxpayer held an exclusive 
lor the operation of vending machines, 
tranchise provided for the exclusive 


operate these machines so long as 


iver fulfilled the 


ent.” \ 


taxpayer claimed a capital cost 
that 


sections of the 


ywance tor the 


he allowance 
] 


franchise, claiming 
was within the 
egulations permitting 


such an allowance for 


franchise tor a limited period 


this 
an indefinite period, and 
meet the 


The claim was disallowed because 


franchise was for 
hence it did not requirements of 


the regulations.—General Automatic Bever 


Canadian Tax Letter 


ages, Ltd. 2 
55 DTC 143 


Vinister of National Revenue, 


Rental Income v. Earned Income 


To keep a building suitably occupied 
and rented is conducting a business 
enterprise. 


\ taxpayer owned a commercial building 
Space in this building was rented to mer 
chants, The 
invest 
Appeal Board 
that the 
carrying on ota 


and others. 
Minister sought to tax the 


ment 


doctors, dentists 
rents as 
income. However, the 


sided with the taxpayer income 


was 
Che conducting a business 
enterprise in keeping his building suitably 
occupied and rented.—/itzpatrick v. Minister 
of National Revenue, 55 DTC 162 


gain from business 


taxpayer was 


Isolated Transactions 


Proceeds from the sale of a lease inter- 
est was not a part of a lawyer's business 
income. 


The proceeds from the sale of an interest 
in a salt 
the quantity of 
in a pipeline, 
income ot a 


gas lease and a lease, and from 
sale of a pipe to be used 


included in the taxabl 
lawyer. The law 
ver objected to the inclusion of these items 
in his 


were 
semiretired 
income sought to 
further by $1,000 
a reimbursement of expenses 


addition, 
reduced 


and, in 
have his income 
claimed to be 


incurred on behalf of a client 


Phe Appeal Board 
appeal in part. The 
and 


allowed the 
two 


ensuins 

lease transactions 
held to be isolated 
transactions which did not form part of the 
The reese ipts 
capital As to the $1,000 
purported to be reimbursement of expenses, 


the pipe deal were 
appellant’s ordinary business 
from them were 
the appellant failed to prove the assessment 
incorrect.—No. 238 National 


Revenue, 55 DTC 127 


Minister of 


315 





Tax=-Wise 


Meetings of Tax Men 


Federal Tax Forum, Inc. 
fax Forum is 


The Federal 
annual federal- 
State tax dinner on Thursday, April 21, at 
the Biltmore Hotel, New York City. The 
will be Clarence R. Krig 
York Regienal Commissioner 
of Internal Revenue, 
lini, new 
lax ( 


($12.50 


holding its 


guests of honor 


baum, New 
and George M. Braga 
president of the New York State 
ommission lo make 

each), contact the 
Forum, Inc., 902 


N« Ww \ or k 


reservations 
Federal 
New 


Tax 


York 10, 


Broadway, 


Tax Institute, Inc.—A conference on 
Pennsylvania taxation has been announced by 
Tax Institute, Inc. The meetings, at the 
Penn-Harris Hotel, Harrisburg, on April 

and 6, will include an afternoon session, 
a morning session, 


two and a 


The fee for com 


luncheons, 
dinner and evening session 
plete registration has been set at $12 
istration tee tor 


j DO: ToT 


The reg- 
the conference sessions only 
the luncheons, $2.75 each; and for 
the dinner, $4 
handled by 


mittee on 


\dvance registrations are being 
Walter |. Kress, Chairman, Com 
Arrangements, P. O 3ox 231, 
Checks should 


Harrisburg, Pennsylvania 


accompany registrations 


The Ninth 

Institute will be 

held at the Nittany Lion Inn, on the campus 

of Pennsylvania State University, May 22-24, 

1955. The theme of the 

” New Revenus 

should be 

hrach, Chairmars 


Pittsburgh 22 


Pennsylvania State University. 


Annual Pennsylvania Tax 


conference will be 
Action.” In 
Michael D 
Bank Build 


Pennsylvania 


Code in 
directed to 


Farme rs 


Revised Depreciation Bulletin 


The table 


property in 


of useful lives of depreciable 
Bulletin F 


wit! it change, and the 


has been reprinted 


new public ation 1S 
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Taxes... 
Tax People... 
Things Taxed... 


known as IRS Publication, No. 173. 
table was last published in 1942. Realizing 
that the useful now shown are not 
always accurate for items being produced, 
the Commissioner does intend to revise Bul- 
letin F at some later date. 


This 


lives 


This reprinting, 
however, is for the purpose of serving as a 
guide to reasonable and normal periods of 
useful life 


While we're on the 


ciation, here is a useful formula if you are 


subject of depre 
addicted to the sum-of-the-years-digits method 
You know, you obtain the denominator by 
years in the life of the 
For instance, 


adding the asset 


in a five-year asset, to obtain 
the denominator you add 1, 2, 3, 4 and 5 
for a total of 15. If you have an asset of, 
say, 21 years of life, you'll have a lot of 


adding to do, but here’s a formula that 


makes it simple 
D Denominator 
n=years of useful life 


n (1+ n) 
D 


For example: D 


Foreign Law-Digests Announced 


The Controllers Institute of 
recently 


America, which 


organized a Foreign Tax Group, 


announces that, as the result of spec ial studies 


originating with the group, several digests 


of foreign tax laws, individual tax laws and 
employee-benefit laws in existence in foreign 
I The digest 


countries have 
which has 


been completed 


on French tax and benefit 


laws, 
been 


Norn an 
l Fast 42nd 


already released, may be obtained 


from Lothian, Controllers I: 


street, New York, New 


stitute, 


York 
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Similar treatments of the 
countries as Brazil, Chile 
expected to be released 
several months 


laws of such 
and Peru are 
within the next 


State Tax News 


California—Exemption from sales tax may 
be granted by pending A. B. 3770 on meals 


and toods served by social, service or tra- 
ternal clubs to members and their guests, 


prov ided the 
existence at 


organizations have been in 
least five years and meet not 


more than once a week 


Colorado.—A letter of February 14 from 
the Colorado Department of Revenue, an- 
swering an inquiry as to whether that state 
would adopt any of the federal income tax 
enacted in the 1954 Code, states 
that none of the changes is deemed to be 


c hange s 


adopted by administrative regulation except 
for the application of the three methods of 
computing depreciation 

House bills now 
H B. 395, to 


amounts not 


awaiting include 


exempt 


action 
trom income tax 
$1,200 received by 
individuals as pension payments, and H. B. 
355, which would 


exceeding 


raise the present excise 


tax of six cents a gallon on motor fuel to 


seven cents. 


Georgia.—The Commissioner of the De- 
partment of 
tions to 


Revenue has amended regula 
date 
returns, for the 


specifically change the due 
for Georgia information 
year 1954 


March 15 to 


must be made by 


calendar and years subsequent, 
April 15. 
employers on their em 
ployees in Georgia who were paid at 


from These returns 
least 
$1,000 in the preceding calendar year 
Georgia’s governor has recently approved 
the five following bills: H. B. 416, adopting 
tl federal depreciation provisions, as 
described in Section 167 of the federal 1954 
Code; H. B. 214, classify 


ing contractors as consumers Io! 


ie new 


Internal Revenue 


sales and 
them lable 
machines they 


B. 221, pro 


use tax and holding 


pur p< ses, 


for tax on rental value of 
e in performing services; H 
that 


O longer be 


iding motor-fuel refund 


permits will 
annual basis; 


issued on an 
B. 99, providing a changed 
Xing branc h banks; and H 


tax collectors Or 


‘ 


method of 
B. 2, permit 

commissioners to 
istrations H. B. 99 


effective until January 1, 


or-vehicle re 


t become 


1957 


Illinois.— T h« 


tutionality of the 


latest attack 


Thine 


on the consti 
is Retailers’ Occupa- 


Tax-Wise 


tion Tax Act was put down by the Illinois 


Supreme Court on January 21, when it 
rejected a contention that the state consti- 
tution prohibits the general assembly from 
passing any revenue measure which extends 
beyond the biennial period for which an 
appropriation can be made. The contention 
would have held the tax invalid on 
after July 1, 1949. Mr. Justice Hershey, 
delivering the opinion of the court, conceded 
the novelty and originality of this assault, 
but held it to be without merit. 
accordingly 
curt 


sales 


The court 

affirmed the decree of the cir- 
below.—Diana Shoe Stores Com 
pany v. Department of Revenue 


court 


\ letter written on March 
Massachusetts 
Corporations and 
1955 income tax 
8% per cent 


Massachusetts. 
2 by the Commissioner of 
states that the 


banks 


‘Taxation 
rate for is set at 


The Domestic Business or Manufacturing 
Corporation Excise [Income] Form (355A) 
has been revised for returns due April 10 
There are minor changes on Page 1 of the 
return to bring it into conformity with the 
latest federal Form 1120, but no substantial 
changes with respect to the Massachusetts 


computations 


Michigan.—A bill to extend the Michigan 
business-receipts tax was approved by the 
March 15. The which 
that day, has been 
change to December 31, 
Section 23 of Act 


governor on 
would have 
extended 
1955. (Act 9, amending 
150, Laws 1953.) 


tax, 
( xpired 
without 


Under pending legislation (H. B. 143), 


an additional sales exemption has been pro 
retail 
which 


posed, in the case of 
motor 


sales of new 


vehicles for special registra 
tions are secured in accordance with provi 
Section 802, Act 300, 1949 


sions ot 


Laws 


The Michigan Court of Claims on Decem- 
ber 15, 1954, held that a Michigan corpora 
tion engaged in selling goods manufactured 
in other states and shipped directly to Michi 
gan buyers is subject to sales tax upon the 
transactions. The order 
are contracts between 
Mi higan bu vers 
and interstate 

relieve the 


Verchants 


s, taken in Michigan, 
a Michigan seller and 
(jut-ot-state manutacture 
hipment do not operate to 
transactions from local taxation 


Publishing Company v. State 


New York.—New York employers would 
be required by S. B. 2586 to withhold state 
residents of the 
This would be an extension of the 


income taxes trom State 


present 
law which requires withholding from non 
VY ork 


residents working in New 
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Ohio. 


sales tax 


New from 
include medicines dispensed by 
a registered pharmacist (H. B. 658); medi- 
cines dispensed by a registered pharmacist 
upon prescription, patent medicines, and 
aids (H. B. 702); and soap, soap 
products, detergents, bleach, and bleaching 
agents and compounds (H. B. 722) 


proposed exemptions 


hearing 


Pennsylvania.—!f H. B. 271 becomes law, 
Philadelphia will be prohibited from impos 
ing an income tax on any nonresident of the 
city after December 31, 1955 
would 
tax withholding 
after that date es 
that, with the 
the first 


imposing any 


This pre 


sumably exclude 


Irom 
paid nonresidents 
184 further provides 
this 


would be 


city income 


wages 
close of cities of 
prohibited 
income of 


year, 
class from 
wage, occupation 


tax on nonresidents 


Texas.— The 
one cent per gallon of combustible conden 
sate has 


levy of a processing tax ol 


been suggested to replace the four 


cent gasoline motor fuel tax. By the terms 
of H. B. 538, reports would be due and the 


tax would be 


payable the twentieth day of 


Cac h month 


An intangibles tax on motor carriers 
the Rail 
road Commission of Texas is proposed by 
H. B. 470. Such carriers would pay a tax 
on intangible and property both to 


and to counties in which business 


operating under permits issued by 


assets 
the state 


is transacted 


Washington. close to 
a Hobson's confront 
State of Washington 
H. B. 721, introduced 
2 of the bill 
added 


that taxation “must be spread over as broad 


Something mighty 
choice voters in the 
under the terms of 
February 28 Sec 
W ashington’s 


revenue,” 


tion outlines 


“dire need of 


points out 


a base and on as equitable a basis as it is 


possible for lawmakers to devise,” and 
notes that “a graduated net income tax 
is the most equitable means of raising the 
necessary revenue.” 

that the act must be 


“ 


then 


It goes on to explain 
passed 

Constitution of this state 
prohibits the imposition of a graduated net 
income tax but not the imposition of a flat 
net income tax; and 


Because the 


Because it is the belief of 

that the people of this 
should be given a chance to decide, by their 
votes, whether they prefer the imposition 
of a flat net 
is on the 


this 


legislature state 


income tax, oppressive as it 


and on those with low in 
they prefer a 
equitable graduated net income tax.’ 


p< or 


comes, or whether 


more 


Now comes Section 3 


“The flat two percent net income tax 
shall take effect July 1, 1955. If the electors 
of this state approve an amendment to the 
state Constitution at the general election 
in November, 1956, permitting the levy and 
collection of the more equitable graduated 
net income tax .. ., the 


flat net income tax 
shall expire at midnight, December 31, 
1956; such flat net income tax 
shall continue in force and effect.” 
Said 1770): “A 
decent poor 158 the 


otherwise 


Samuel Johnson (circa 


provision for the true 


test of civilization.’ 


Wisconsin.—According to a February 24 
ruling of the Wisconsin Department of Tax 
ation, the date for the filing of m 
dividual information returns has been changed 
from March 15 to April 15. The change is 
effective for information returns due in 1955 

Under bill, gifts of 
out-otl-state institutions operated by religious 
orders or organizations would be deductible 
from the individual income tax (A. B. 394) 


due 


a proposed assembly 


City Tax Calendar... 


May 15—Arizona 


lege 


Phoenix business 
tax reports and payment due 

Denver sales tax 
New York 
gross receipts tax 


due Pennsylvania 


privi 
Colo 
reports and 
New York City 
reports and payment 


Philadelphia School 


District general business tax 


rado 


payment due 


reports and 
due; Scranton income tax third 
installment due; Seranton School District 
third installment of 


payment 


balance of previous 


W ash- 


reports 


vear’s estimated 


Seattle 


income tax due 
ington 
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and payment due; Tacoma 
reports and payment duc 

May 20—/ New Orleans 
use tax reports and payment due 

May 25—New York: New York City con 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment duc 

May 31—Missouri: St. Louis employer with 
holding reports and payment due 
Cincinnati 
ment duc 


occupation tax 


ouistana ales and 


Umno 


income tax reports and pay 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: May 4 


semiannual 


-Property tax second 
installment due (last day) 
May 20—Property reports due (last day). 


ARKANSAS: May 15—Corporate income 
and information reports and payment of 
first installment of tax due.—Partnership 


income 


reports due.—Personal income 


and information reports and payment of 


tax due 


CALIFORNIA: May 30 


due (last day) 
COLORADO: May 1—Franchise 


Property reports due 


IDAHO: May 9— 
car companies (except sleeping car com- 
panies), 


first installment of 


Property reports 


tax due 
(last day). 


Property reports from 
railroads, transmission lines, tele 


phone and telegraph companies, and pipe- 


line companies due. 


ILLINOIS: May 1—Personal property tax 
due in Cook County.—Real property tax 
semiannual installment due in Cook 


County 


INDIANA: May 1—Property reports from 
railroad cat May 2— 
Property tax semiannual installment due. 
May 15—Property reports due (last day) 


IOWA: May 1- 
tric transmission line, telephone and tele 
graph, light and 
waterworks and street railway companies 
due 


LOUISIANA: May 15 


reports 


companies due. 


Property reports of elec 


electric power, 4s, 


Corporate income 
and payment of first installment 
of tax due.—Personal income reports and 


payment of first installment of tax due 


MICHIGAN: May 15—Corporation privi 
lege tax reports and payment due 
day) 


(last 


State Tax Calendar 


1955 MAY _ 195: 1955 


1955 
SUN ‘MON “Tue “WED THU FRI SAT 


1234567 
8 9 10111213 14 
15 16 17 18 19 20 21 
22 23 24 25 26 27 28 
29 30 31 «n an a aD 


MINNESOTA: May 31—Property tax first 


semiannual installment due. 


MISSISSIPPI: 


stallment due 


MISSOURI: May 1- 


from utilities due. 


May 1- 


-Property tax in 


Property reports 
May 2—Property re- 
ports from merchants and manufacturers 
due. 


MONTANA: May 30—Property tax re 
ports and payment from telephone com 
panies due. May 31—Foreign corpora 

reports to (last day) 

installment 


tion county due 
Property tax 


due 


semiannual 


NEBRASKA: May 1 


first installment due 


Real property tax 


NEW HAMPSHIRE: May 1—Personal 


income tax reports and payment due. 


NEW JERSEY: May 1 


quarterly installment due 


NEW MEXICO: May 1 


due Property tax 
ment due. 


Property tax 


Franchise tax 


semiannual install- 


NEW YORK: May 15 


come) 


Franchise (in 


reports and payment of first in 


stallment of tax due 


NORTH DAKOTA: May 1 


ports from utilities duc 


OREGON: May 15 


erly 


Property re 


Property tax quart 


installment due. 


RHODE ISLAND: May 1- 


(income) tax 


Corporation 
payment for 
Franchise 


reports and 
calendar year due reports for 


calendar year due 


SOUTH CAROLINA: May 1 


utility franchise tax due 


Public 


SOUTH DAKOTA: May 30- 


corporation reports due 


Domest 
(last day) 


Franchise 


TEXAS: May 1 


tax due 





VERMONT: May 15—Bank income (fran 


chise) reports ‘and payment due.— 
Corporation income tax reports and pay- 
ment due 


VIRGINIA: May 1—Income information 


reports from individuals due.—Individual 
income reports due.—Intangible property 
reports due 


tax 


Property reports from car 
companies, car trust and mercantile com- 
panies, express motor bus 
transportation companies in cities and 
towns, pipeline transmission corporations, 
and railway and canal corporations due.— 


companies, 


Tangible personal property reports due. 


WASHINGTON: May 1—Property re- 
ports from private car companies due 


WEST VIRGINIA: May 31—Property tax 


semiannual installment due (last day). 


WISCONSIN: May 1—Property reports of 
street railway, light, heat, power, air car- 
rier, regulation, and 


May 25—Prop- 


and 
pipeline companies due. 
erty reports due. 


WYOMING: May 


from 


conservation 


1—Property reports 
due. May 10—Property 


tax semiannual installment due 


railroads 


WASHINGTON TAX TALK—Continued from page 248 


at the same time enabling the government 


to act with justice and keep faith with tax- 
payers. In the long run, it pays to be fair 
and live up to promises 


even in matters 


ot taxation 


There 
Section 


seems to be no serious attack on 
152, lays down rules as to 
the year for taxation of income to be earned 
in years following its receipt (so-called “pre- 
paid iticome”) 


which 


The same reasons of fairness and justice 
lead us to recommend that this provision 


be retained 


If believed necessary, fiscal 
Section 452 could 
the 


year per iod 


Mr 


Out of this weltering of propaganda, rumor 


lor reasons, 
be amended so 


reduction in revenue 


similarly 
as to spread tax 


over a three 


So much for Seghers’ statement 
and Congressional clamor, the best we can 
deduce is that the Rate bill 
will go through as approved by the Senate 
‘ommittec Individual reductions 
may join the fight for the repeal of Sections 
452 and 462, and the repeal of the dividend 
credit 


lax Extension 


Finance ¢ 


and dividend exclusion 


provisions. 
It was hoped that a loose interpretation 
ot these could be the 
regulations. However, the 
threat of losing a decision on such regula 
hung the ( head 
like the Damocles Reluctant to 
take this the Treasury decided to 
ask for outright immediate repeal and thus 
the about $500 million in 


sections cured by 


Commissioner’s 


tions overt 


ommiussioner’s 


sword of 
chance, 
Treasury 


Save for 


revenue 


Mutual insurance agents have asked for 
a favorable interpretation of Section 452 s 
that lo al 


deter 
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agents would have the right to 


a pro-rata portion of lump-sum income 


April, 


receipt of which obligates the agent’s future 
services for a period extending beyond the 
year in which the income is received. This 
is probably only one of many requests which 
the Internal Revenue Service has received 
for interpretation of the section. 


The last paragraph of Secretary Hum 
phrey’s letter promising other “technologi- 
cal corrections” forces us to the conclusion 
that now it is only death which is certain, 
because on March 22 the House Ways and 
Means Committee ordered reported H. R 
4725—the repealer. An amendment was at 
tached under which interest and penalties 
attributable only to the repeal of Sections 
452 and 462 would not be applicable. The 
amendment allows taxpayers until Septem 
ber 15, 1955, to pay any additional taxes due 
because of the repeal and make other addi- 
tional payments resulting from a contractual 
liability such as pension fund contributions, 
additional incentive salaries of officers, etc., 
presumably reflecting these payments in their 
tax recomputation 


The committee also adopted a resolution 
instructing the Treasury and Congressional 
staffs to make a study for future action by 
the committee 
counting in 
methods 


to bring 
line with 


recognized tax ac 


regular accounting 
The committee will request a ruling from 
the Rules Committee for limited debate on 


the bill 
Final notes—March 24: 


Conferees meet tomorrow on rate 
bill. The House will not vote 


report before March 29. 


extension 
on conterees 
Regarding Sections 452 
Senate Finance Committee 
act before the last 


1955 °@ 


462, 
plat 


and the 


has no 


March 


week in 
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Federal Tax Calendar 


May 16 (May 15 is a Sunday)— 


Due date of deposit by employer 
bank or authorized ce 


amount of (1) 


with a 
federal reserve 
positary of the 
tax withheld 
pl yees’ tax 

1401 and (3) 
1410 where, 
month, the aggregate of 
amounts exceeded $100 


pays 


mcome 
from waves, (2) em 
withheld 

employer's tax 


under Section 
unde 
Section during the pre 


ceding such 


If an employer 
agricultural labor sub 
ject to taxes under (2) and (3) above, 
he will make a computation 
for this group to determine whether the 
$100 minimum has been exceeded 
ulations 120, Section 406.606.) 
450 (depositary receipt) 


wages to 
separate 


(Reg 


Form 


Due date, by general extension, of returns 
November 30, 1954, in 


the case of (1) foreign partnerships, (2) 


tor yeal ending 
foreign corporations which maintain an 
United 
(3) domestic corporations which 

then 
records and books of accounts abroad, 
(4) domestic 


office or place of business in the 
states, 


transact business and keep thei 


corporations whose prin 
cipal income is from sources within the 
United States and 
(5) American citizens residing o1 
abroad, persons m the 
mulitary or naval service on duty outside 
thre United 
Section 39.53-3(a).) 
1065; (2)-(4) 
1040 


possessions of the 


tray 
eling including 


States (Regulation 118 


Forms: (1), Form 


Form 1120; (5). Form 


Last day for a calendar Vear Oorganizatior 
Code Section 


xempted trom 


exempt from tax under 


Ol, unless specifically ¢ 


hing annual returns b Code Sect 


6033, to file information return tor 1954 
(Regulations 118, Section 39.153-1.) 
Form 990, except that Form 990-A 1s 
prescribed where exemption is claimed 
under Code Section 501(¢c)(9) 


Monthly information return of stockhold 


ers and of directors ot 


othecers and 
foreign personal holding companies due 
tor April (Code Section 6035.) 


957 


Form 


Due date for delivery to local collector of 


internal revenue, by stamp depositaries 
ot the 
all stamps 


United States, of requisitions tor 
purchased during the pre 
ceding month, with statement showing 
stamps on hand at beginning and ened 
of such month and stamps sold during 
that month 
proceeds of sales of stamps sold during 


(Regulations 71, 


Payment also due _ tor 


preceding month 
Section 3.142.) 


May 31— 


Due 


CXCIS¢ 


date for payment of the following 
April to an authorized 
depositary, if such taxes reportable for 
April exceeded $100 


posit 


taxes tor 


taxes on safe ce 


transportation of oil by 


pipe line * le phone 


, telegraph, radio and 


cable messages and services; transport 


tation of pe 


sons: 


admissions, dues and 


initiation tees; 


gasoline, lubricating oils 


and matches: sales by 


manutacturers 


including sales of pistols and revolvers; 
sales by the 


retailer; manufacture ¢ sugar; 


processing of certain oils: 


trans 


lie sel fuel 


Form 537 


portation of property; and 
Section 477.4.) 


pt) 
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TAK 28 r 


State Tax Reports... 


® State taxation once was easy. The property tax, a franchise tax, and 
a few license taxes made up the picture. But now all this is changed. 


* New and drastic forms of taxation have been created, rates have sky- 

rocketed, more and still more tax money is demanded. Today, as never before, 
correct, continuing tax information is vital to effective, economical business management. 
And not just at return time, but all through the year. Tax control must be carefully planned, 
plans constantly revised to match the swift pace of present-day tax changes. 


* For these basic reasons Tax Men everywhere welcome the special assistance of CCH's 
State Tax Reports. 


* Forty-eight states and the District of Columbia are each individually covered by CCH's 
State Tax Reports, each state the subject of its own reporting unit. Swift, accurate, con- 
venient, the informative regular issues of each unit keep your tax facts and information 
constantly up-to-the-minute. Coverage includes new laws, amendments, regulations, rul- 
ings, court and administrative decisions, return and report forms—in short, everything 


important or helpful in the sound and effective handling of corporate or individual state 
taxes and taxation. 


Write for Full Details of Reporting for Your State 
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